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CHAPTER 7

THE GOVERNMENT' S FUNDI NG SCHEMES FOR
PROMOTT NG TECHNOLOGY DEVELOPMENT | N | NDUSTRY

Summary and key fi ndi ngs

T 'ntroduction. The economy of Hong Kong has undergone a
structural transformation in the past two decades. The contribution
of the manufacturing sector to the Goss Donestic Product declined
from 22% during 1985-1987 to 9% in 1995. Nevert hel ess, t he
manuf acturing sector still remains an inportant sector of the econony
of Hong Kong. The Governnent provides support to the devel opnment of
t echnol ogy in i ndustry t hr ough initiatives carried out by

publicly-funded industry-support organisations and the funding schenes
operated directly by the Governnent. These funding schenes are:

— the New Technol ogy Trai ning Schene (NTTS);
— the Applied Research and Devel opnent Scheme (ARDS);
— the Industrial Support Fund (ISF);

— the Cooperative Applied Research and Developrment Schene
(CARDS); and

— the Services Support Fund (SSF).

2. Audit review. Up to 1996-97, the Governnment had allocated
$1,045 million to these funding schenes. Grants and | oans disbursed
from these schenmes up to March 1997 anounted to $682 mllion. An

audit was conducted to examine the administration of these funding
schenmes (except the SSF which has been in operation for just one year)
in order to assess the effectiveness of these schenmes in assisting

i ndustrial devel opnent. The findings of the audit are summarised
bel ow.

3. New Technol ogy Trai ning Schene. The NITS was established in
June 1992 to provide grants to assist training in new technol ogies.
It has a capital sum of $105 nillion. Audit observed the follow ng

i nadequaci es:

— contrary to the original intention, nobre resources had been
allocated for local training courses than overseas training
cour ses;

— the training courses were shorter than originally planned and
the anbunts of training grants were also smaller than intended.
It is doubtful whether these courses could neet the original
obj ective of the Schene; and

— the Vocational Training Council had not conducted periodic
followup reviews on nmajor training grants to ensure that the
trainees had effectively applied the acquired new technol ogi es
to the conpanies.




4, Appl i ed Research and Devel opnent Schenme. The ARDS, established
in February 1993, provides loans or equity participation to |ocal

conpani es undertaking applied research and devel opnment projects. It
is operated with an allocation of $200 mllion from the Capital
I nvest ment Fund. Audit found the following inadequacies in the

operation of the Schene:

— the nunber of projects assisted under the ARDS was much | ower
t han expect ed;

— the success of sone conpleted projects was questionabl e;

— surplus funds of some $100 mllion were held by the Applied
Research Council; and

— there was inadequate assurance that the required share of
fundable costs had been contributed from non-governmnent
sour ces.

5. I ndustrial Support Fund. The | SF, established in April 1994,
provides grants to finance projects which are beneficial to the
technol ogy devel opment of industry. By the end of 1996-97, total
grants of $766 nillion had been approved to finance 207 projects.
Audit found that:

— the provision of grants of $11.7 mllion to an industrial
desi gn conpany was at variance with the anbit of the Scheng;

— the wviability of the Telecomunications Product Technol ogy
Centre which involved an ISF grant of $84 mllion was not
adequat el y assessed. The capability of this Centre to becone
financially self-sufficient on schedul e was questi onabl e;

— adequate followup action had not been taken by the Industry
Departnent to ensure that project results had been effectively
applied to industry; and

— actions taken to deal with surplus |ISF funds were questionabl e.

6. Cooperative Applied Research and Devel opment Scheme. The CARDS
was established in June 1995 with a $50 nmillion allocation from the
| SF. As the Schenme is operated in a simlar nmanner as the ARDS, somne
audit observations relating to the latter apply simlarly to the
CARDS

7. Servi ces Support Fund. The SSF was established in July 1996
with an allocation of $50 nmilli on. It has been in operation for just
one year and has been excluded fromthis audit.

8. Audi t reconmendat i ons. Audi t has nmade a nunber of
reconmendations to the Administration to address the inadequacies
found in the operation of the various funding schenes. Based on the

findings of this audit, Audit considers that there is a need to
conduct an overall strategic review of the various funding schenes in
order to ensure that these schemes neet the |ong-term needs of Hong




Kong. Audit has reconmmended that the Adm nistration should conduct an
overall strategic review of the fundi ng schenes.

9. Response from the Admnistration. The Admnistration has
agr eed Wi th nost of t he audi t reconmendati ons.




CHAPTER 7

The Governnent’s fundi ng schenmes for
pronoti ng technol ogy devel opnment in industry

I NTRODUCTI ON
The Governnent’s industrial devel opnment policy since md-1980s

7.1 The econony of Hong Kong has wundergone a structural
transformation in the past two decades. In line with the continued
expansion of the service sector and the on-going relocation of
manuf acturing processes to mainland China since the md-1980s, the
contribution of the manufacturing sector to the Goss Donestic
Product (GDP) declined steadily. It dropped from 22% during the
period from 1985 to 1987, to 18% in 1990, and then to 9% in 1995
Nevert hel ess, the manufacturing sector still renmains an inportant
sector of the econony of Hong Kong. The CGovernnent’s industrial
devel opnent policy is to facilitate, within the framework of a free
mar ket, the further devel opment of manufacturing and manufacturi ng-
related industries in Hong Kong. To achieve this policy, the
Gover nment provides “ maxi mum support” to industry to enable it to
becone nore conpetitive through productivity growh, quality
i nprovenent and product innovation. The Government al so supports
applied research and devel opnment, pronotes inward direct investnent
and encourages technol ogy transfer and upgrade.

7.2 The Industry Departnment (ID) is responsible for the
i nmpl ementation of the Governnent’s industrial developrment policy.
The services provided by the ID to the nanufacturing industries
i ncl ude:

— the pronotion of the application of quality assurance;

— the pronotion of inward investnents;

— the formulation and inplementation of initiatives which
pronote the application of technol ogy;

— the participation in the fornmulation and inplenentation of
governnent policies relating to enploynent, environnental
protection, provision of infrastructure as well as education
and manpower; and

— the provision of devel opment support services.

The Governnment’s initiatives to support the devel opnent of
technol ogy in industry
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7.3 The CGovernnent recogni ses the inportance of technology to the
mai nt enance of the conpetitiveness of the manufacturing industries.
It has accepted a responsibility for providing assistance to enable
manuf acturers to upgrade the technol ogy |evel of their manufacturing

pr ocesses. The initiatives of the Governnent to support the
devel opnment of technology in industry could be broadly categorised
into t hose undert aken by publi cl y-funded i ndustry-support

organi sations (Note 1) and those undertaken directly by the
Governnent, as described in paragraphs 7.4 and 7.5 bel ow.

7.4 Initiatives undertaken by publicly-funded industry-support
or gani sati ons. The major initiatives undertaken by publicly-funded
i ndustry-support organi sations include:

— the provision of education and training in science and
technology by the tertiary institutions and the Vocational
Trai ning Council (VTO);

— the provision through the Hong Kong Industrial Estates
Cor poration of accommodation at devel opnment cost to advanced

technol ogy industries. At present, there are three
i ndustri al estates |ocated at Tai Po, Yuen Long and
Tseung Kwan O The Governnent is planning to develop a

fourth industrial estate in Tuen Min;

— the business incubation services and acconmpdati on offered to
t echnol ogy- based conpanies by the Hong Kong Industrial
Technol ogy Centre Corporation through its Technology Centre
at Kowl oon Tong. A second Technol ogy Centre is planned to be
built by Year 2000; and

— industrial and managenent consultancies, technical support
services and technology training progranmmes offered by the
Hong Kong Productivity Council (HKPC).

Note 1: Publicly-funded industry-support organisations include the
tertiary institutions, the Vocational Training Council, the Hong
Kong Productivity Council, the Hong Kong Industrial Technol ogy

Centre Corporation and the Hong Kong [Industrial Est at es
Cor por at i on.
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To further support the devel opnment of technology, in January 1997
the Governnent set up a Planning Cormittee, chaired by the Director-
General of Industry, to plan for building a Science Park in Pak Shek
Kok in the New Territories.

7.5 Initiatives undertaken directly by the Governnent. Si nce
June 1992, the Governnment has progressively inplenented severa
fundi ng schenmes to provide financial assistance to the manufacturing
industries to pronote technology developnent. Because service
i ndustries are playing an increasingly inportant role in the econony
of Hong Kong, since July 1996, the Governnment has introduced a
fundi ng schene to support further devel opnent in the service sector.
Al together, five industrial support funding schenes have been

est abl i shed. These funding schenes provide different types of
financial assistance to industry, such as research grants, | oans,
equity participation and training subsidies. The five industrial

support fundi ng schenes are:

— the New Technology Training Schenme (NITS) which provides
grants to assist training in new technol ogi es;

— the Applied Research and Devel opnent Schene (ARDS) which
provides loans or equity participation to finance applied
research and devel opnent projects;

— the Industrial Support Fund (ISF) which provides grants to
finance projects which are beneficial to the technol ogy
devel opnent of industry;

— the Cooperative Applied Research and Developnent Schene
(CARDS) which provides loans or equity participation to
finance applied research and devel opnment projects involving
mai nl and Chi na and Hong Kong experts; and

— the Services Support Fund (SSF) (Note 2) which provides
grants or loans to finance projects which facilitate the
growmh and further developnent of Hong Kong' s service

Note 2: The SSF was established in July 1996 when the Finance Committee
of the Legislative Council approved an allocation of $50 million to
set up the Schene. The projects approved to be supported under the
Schene may involve technology transfer, training or information
di ssemi nati on.
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i ndustri es.

Apart from the NITS, the funding schenes fall under the policy
portfolio of the Trade and Industry Bureau (TIB) of the Governnent
Secretariat and are operated by the ID The NITS is under the
policy portfolio of the Education and Manpower Bureau (EMB) of the
Governnment Secretariat and is operated by the VIC

7.6 A sunmary of the objectives, the funding levels and
admi ni stration of the five funding schenes is given in Annex A

Funds all ocated to the funding schenes

7.7 Since 1992, the Adm nistration, with the approval of the
Finance Commttee (FC) of the Legislative Council, has allocated
about $1,045 nillion to the five funding schenes to support the
devel opnment of technology in industry. G ants and | oans disbursed
by the schemes up to March 1997 anounted to $682 mllion. A
breakdown is as follows:

Funds al |l ocated up Grant s/ | oans
to di sbur sed
1996- 97 up to March 1997

($ mllion) ($ mllion)
NTTS 105 5
ARDS 200 34
| SF 640 (see Note) 635
CARDS 50 8
SSF 50 nil
Tot al 1@ EE

Note: This figure does not include $50 million transferred
to the CARDS.

AUDI T OBJECTI VE AND SCOPE

7.8 The objective of establishing the various funding schenes
(which are the CGovernnent’'s direct support for t echnol ogy
devel opment in industry) is to provide assistance in industrial
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devel opnment. As npbst of these schenes (except the SSF) have been in
operation for several years, it is an opportune tine to conduct an
audit on them The main objective of the audit is to exam ne the
administration of these funding schenes in order to assess their
effectiveness in assisting industrial devel opnent. The audit
indicated that there was room for inprovement in the managenent of
t hese schenes.

7.9 The CGovernment’s indirect support for industry through the
publicly-funded industry-support organisations (see Note 1 above)
was not included in this audit. The SSF was al so excluded fromthis
audit as it had been established for only about a year.

THE NEED FOR GOVERNMENT SUPPORT

7.10 Hong Kong is no longer a | owwage econony. Many |ower val ue-
added processes such as fabrication, assenbly and packaging have
been relocated el sewhere, notably to mainland China. Since the late
1970s, Hong Kong's industry has been transferring its manufacturing
activities to mainland China on a massive scale. At its peak in
1984, Hong Kong had a manufacturing workforce of 905,000 (41.7% of
the active |abour force); by 1995 those enployed in the
manuf acturing sector had shrunk to 386,000 (15.3% of the Hong Kong
wor kf orce). The proportion of GDP generated by the nmanufacturing
sector had also fallen from 24% in 1980 to 9% in 1995. To remain
conpetitive in world nmarkets, manufacturers in Hong Kong had to
focus on higher value-added activities such as design, tooling,
pilot production, rmanufacture of conplex conponents, testing,
mar keti ng and di stribution.

7.11 Wilst Hong Kong’s manufacturers had responded quickly and
successfully to changes and opportunities in the past decades, they
needed additional support from the Governnment in order to nove up-
mar ket . For this reason, the CGovernment had pursued a consistent
policy of wupgrading Hong Kong's technological infrastructure and
support services. The four schenes, nanely the NITS, the ARDS, the
| SF and the CARDS, were established to support this policy.

NEW TECHNCLOGY TRAI NI NG SCHEME
Oigin of the NITS

7.12 In January 1988, the Adninistration considered that there was
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a gap between the nature technologies which the local tertiary
education and training institutions had inparted and the nore recent
technol ogi es which were strategically inportant for the industrial
devel opment of Hong Kong. Therefore, in April 1988, a Wirking Party
on Training in New Technol ogi es, headed by the Director-General of
I ndustry, was fornmed to exam ne the problem and to recomend how it
m ght be resolved. The Wirking Party was required, having regard to
the then prevailing arrangenents for nanpower training and the
experinental Application-Specific Integrated Crcuit (ASIC) training
scheme (Note 3), to advise the Secretary for Trade and |ndustry and
the Secretary for Education and Manpower whether or not there was a
need for the Governnent to introduce additional neasures in nanpower
training related to new technol ogies and, should there be such a
need, to nake proposals on these neasures. The Working Party’s
Report was submitted to the Administration in January 1989 and its
reconmendati ons were generally accepted by the Administration.

7.13 The Wirking Party concluded that there were indeed
limtations in the Government’s nanpower training progranme at the
technologist level and the Governnent should mneke additional
provision for manpower training to help achieve its ains for
enhanci ng industrial developnent. As the VIC, the ID and the HKPC
were not equipped with the necessary working environnent for
learning the “ experience-dom nated” technol ogies, the Working
Party considered that the training provision should take two forns:
firstly, the provision of a placenent service to help manufacturers
locate training places and secondly, sonme form of financial
assi stance to help towards the cost of the training.

7.14 The Working Party recomended that:

— the Governnent should set up an NITS with the aim of
providing support to enployers in potentially wuseful
technol ogies that were rarely applied in Hong Kong;

— the best approach to the scheme was to leave it to
manuf acturers to decide which technology to go for and what
type of training would be appropriate, with the Governnent

Not e 3: The ASIC training schene was introduced on the advice of the
I ndustry Devel opment Board for 1987-88 and 1988-89 to encourage
| ocal semiconductor firms and end-product manufacturers to invest
in ASI C design equiprent in Hong Kong. Under the schene, enployers
could apply for a government training grant of up to $52,000
towards the cost of sending an electronics engineer with some
i ndustrial experience overseas for initial or additional training
i n ASI C desi gn.



The Governnent’s fundi ng schenmes for
pronoti ng technol ogy devel opnment in industry

and the HKPC playing the facilitating roles. The role of the
Government would be to draw nmanufacturers’ attention to
beneficial new technologies while the HKPC and the |ID would
assi st manuf acturers in effecting the placenents for
trai ning; and

— the schene should apply to the financing of applications for
overseas courses or working attachments and |ocal training
courses, including rel evant extension courses provided by the
tertiary institutions and training courses provided by
i ndustry-support organi sati ons such as the HKPC

7.15 The training in new technol ogies envisaged by the Wrking
Party was practical training rather than theoretical learning from
t ext books and journal s. The Working Party also estinmated that the
anmount involved for each local and overseas training course would
be, at 1988 price level, $20,000 and $50,000 respectively. Each
local training course would last for about ten weeks while each
overseas training course would | ast for about nine nonths.

7.16 In July 1991, the Administration sought the approval of the
Executive Council (ExCo) that an NITS should be established. The
Schenme woul d have the follow ng features:

— it would operate on a matching-contribution basis;

— the Governnent’s contribution would be a grant of $55 million
fromthe Special Coin Suspense Account; and

— it would be adninistered by the VIC under the direction of
the Secretary for Education and Manpower wi th the advice of
the Industry and Technol ogy Devel opnent Council (ITDC) (Note
4) .

7.17 The Administration stated in the ExCo menorandum t hat:

— the anbit of the Schene was to provide assistance to
businesses in Hong Kong that w shed to have their staff

Not e 4. The ITDC is the Government’s princi pal advisory body on matters
relating to industry and technology developnent in Hong Kong.
Menbership of the |ITDC includes senior government officials and
non-officials fromindustry, conmerce, finance and academ a.
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trained in a new technology that would be useful to their
busi nesses;

— priority should be given to proposals that would transfer,
t hr ough t r ai ni ng, t echnol ogi es associ at ed with t he
diversification and upgrading of Hong Kong products,
i mprovenent in quality, productivity enhancenent and val ue
creation;

— the training could take the form either of an extension
course offered by local and overseas institutions or of
overseas working attachments in businesses where the
t echnol ogy was bei ng applied;

— the rationale behind the overseas working attachnments was
that either the know edge or technology to be gained was one
that could not be taught formally, or that the technol ogy was

not known locally and to absorb it, cl ose personal
observation and hands-on experience were required. The
know edge was thus likely to be a specialised, conpany-

specific or industry-specific nature; and

— the earnings generated from the investnent of $55 million
from the Special Coin Suspense Account (see the second inset
of paragraph 7.16 above) would allow grants of, on average,
$25,000 per overseas extension course or working attachment
and $10,000 per local extension course (Note 5), for an
annual average of 70 trainees in each category, assumng the
Governnent’s grant was matched by the private sector

7.18 The establishment of an NITS was approved by the FC in My
1992. The Schene was established in June 1992 with a capital sum of
$55 million. The objective of the Scheme was to prompte training in
advanced technologies not available or not widely applied locally
but which woul d be beneficial for the Hong Kong workforce to absorb.
In approving the Schene, the FC was inforned that the purpose of the
Schemre was that, after the new technology was acquired by the
trai nees, the enployers would hopefully put the new technology into

Not e 5: On a matching contribution basis, each local and overseas
training course would involve course fees of $20,000 and $50, 000
respectively. They were the sane as those stated in the Wrking
Party’s Report (see paragraph 7.15 above).
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practi ce. It was also expected that the application of the
technol ogy woul d involve a great investnent.

7.19 In April 1993, the FC further approved the injection of an
additional capital sum of $50 mllion into the NITS, bringing the
capital sum of the Schene to $105 million. The Schene nakes use of
the investnment incone earned from placing the capital sum on bank
deposits to neet the recurrent expenditure of the Schenme, conprising
training grants and administrative expenses. The capital sum of
$105 nmillion is held by the VIC for the Government under a trust
deed arrangenent.

Operation of the NITS

7.20 Under the Schenme, the Secretary for Education and Manpower
m ght adjust the ceiling of grant per trainee fromtine to tinme in
consultation with the Secretary for the Treasury. The ceilings on
the grants were revised in June 1993 to $15,000 for local training
and $37,500 for overseas training. By the end of Decenber 1996
interest earned by the Scheme ampunted to $30.7 nmillion, of which
$6.4 mllion (or 21% of the interest earnings) had been spent on
training grants. As at May 1997, the Schene had a surplus of $22
mllion. As nmentioned in paragraph 7.19 above, this surplus was to
be used to neet paynents of training grants and to neet the
admi ni strative expenses of the Schene (Note 6).

7.21 In 1993, after conducting a survey of managenent devel oprment
needs in the manufacturing sector, the VIC

— streamined the application process by pre-approving certain
training courses for the purposes of training grants;

— allowed a conmpany to submt nore than one application for the
same training course;

— maintained a list of new technologies that were fundable
under the Scheme to facilitate the vetting of applications;
and
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— stepped up the pronmotion of the Scheme by placing
advertisenment in bulletins, introducing the Scheme to various
organi sations related to the manufacturing sector and giving
tal ks and sending pronotional letters to enployers in various
sectors.

7.22 In order to promte the NITS, in Decenber 1996 the
Adm ni stration sought ExCo's endorsenent that:

— nore efforts should be made to pronpote the Schenme and to nake
it clear that the Schenme covered not only manufacturing
industries, but also the service sector;

— the ceilings for grants nade under the Scheme should be
renoved because they were seen to be restrictive. Lifting
the ceiling would encourage conpanies to provide intensive
over seas training;

— subject to the FCs approval, the level of grant as a
proportion of the total cost of a training course or
attachment should be increased from50%to 75% and

— assistance should be extended to forns of training other than
extensi on courses and working attachnents, so long as they
nmet the Schene’s objective.

In February 1997, the FC approved the increased level of grant. In
approving the revised |level of grant, the FC was infornmed that the
Governnent would review the Scheme and its financial position 12
nmont hs after the inplenentation of the inprovenent neasures. At the
neeting, Menbers of the FC also comented that the Administration
shoul d assess whether the Schenme had achieved its objective rather
than focusing only on the increase in grants. Vari ous neasures to
i nprove the Schenme were inplenented in md-February 1997.

7.23 In June 1997, the EMB reported back to the FC that, after
i npl ementing the inprovenents for the first three nonths, the result

Not e 6: Wth the inplenentation of the various inprovenents to the
Schene as nmentioned in paragraphs 7.22 and 7.23 below, nore
training grants would be nade in 1997-98.

_ 10 —
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was encouraging and in particul ar:
— atotal of 900 applications, representing an increase of over
300% of the nunber of applications received before the
i mprovenents were introduced, was received follow ng
i npl ement ati on of the inproved neasures;

— a total of 755 applications, involving disbursenent of
training grants in the amount of $3.6 nmillion, was approved
for the first three nonths;

— the rate of increase in the nunber of overseas training
courses was higher than that of |ocal training courses; and

— enployers had generally nmde good use of the Schene to
organi se training courses for their staff in collaboration
with local training institutions or by inviting overseas
experts to Hong Kong.

7.24 Under the current procedures, all training courses, |ocal and
overseas, were vetted by the staff of the VIC and then subnitted to
the Sub-commttee on Training in New Technol ogies (Note 7) of the
VTC for approval . I f necessary, advice from outside experts would
al so be sought. Although the average duration of a local training
course was only three and a half days, it was in the opinion of the
Sub-conmttee sufficient to acquire the necessary training in nost
new t echnol ogi es.

7.25 In considering whether an application for a training course
to be funded under the Schenme should be approved, the VIC s Sub-
conmttee on Training in New Technol ogi es would apply the follow ng
general criteria:

— whether the technology could be regarded as “ new’ and would
benefit the | ocal econonic sector;

— whether the enployer and the potential trainee could benefit

Note 7: The Sub-conmittee on Training in New Technologies is
responsible for admnistering the NITS, including evaluating and
approving applications and nonitoring and checking approved
trai ni ng programres.
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fromthe proposed training;

— the quality of the training progranme; and

— the willingness of the enployers to support the new
technol ogy i n Hong Kong.

The Sub-committee also maintained a list of new technol ogi es which
nmet the above criteria and the list was periodically reviewed and
updat ed.

Audit observati ons

7.26 According to the January 1989 Report of the Wrking Party on
Training in New Technologies (see paragraph 7.12 above), new
technologies referred to any technology new to a recipient
i ndustrial society in respect of techniques, processes, products and
producti on and nmanagenent systens, the absorption and application of
which would significantly benefit the industries of the recipient
society, e.g. by enabling it to achieve greater efficiency, inproved
quality and nore diversified output. The W rking Party also
consi dered that many of the technol ogies did not yet exist in Hong
Kong and therefore recomrended overseas working attachnents, which
m ght be preceded by local training on the application of the
t heori es invol ved.

7.27 \Wen additional capital was requested for the NITS from the
FC in April 1993, the CGovernnent estimated that, after the capita
injection, the Scheme could provide 77 grants a year for each
category of training, i.e. local and overseas training. Based on
the maximum rates of grants of each |ocal and overseas training
course ($15,000 and $37,500 respectively), local training grants
woul d each year amount to about $1.2 mllion ($15,000 x 77) and
overseas training grants would anount to about $2.9 mllion ($37,500

X 77) (Note 8). Each year, the resources to be allocated would be
about 29% for local training courses and 71% for overseas training
cour ses. As it transpired, during the period from June 1992 to

March 1997, 63% of the resources were allocated to local training

Not e 8: Based on the average interest rate of about 4.75% per annum
the capital sum of $105 nillion could generate interest incone of
about $5 mllion a year. After allowing for administrative

expenses of $0.9 mllion, sone $4 mllion would be available for
maki ng training grants.
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courses and 37% to overseas training courses, as shown in Table 1
bel ow:
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Table 1
Compari son of estimted and actual ampunt of grants under the
NTTS
Local Over seas Tot al
training training o
($ million)
($ million) ($ million)

Esti mat ed anount of 1.2 (29% 2.9 (71% 4.1 (100%
grants a year (Note)
Actual grants
appr oved: ]
June 1992 to March nil (0% 0.2 (100% 0.2 (100%
1993
1993-94 0.1 (25% 0.3 (75% 0.4 (100%
1994- 95 0.9 (69% 0.4 (31% 1.3 (100%
1995- 96 1.4 (67% 0.7 (33% 2.1 (100%
1996- 97 2.1 (66% 1.1 (349 3.2 (100%
Total (June 1992 to
March 1997) 4.5 (63% 2.7 (37% 7.2 (100%
Sour ce: VTC s records

Note: Based on the FC paper of April 1993, 77 local training
grants (wth nmaxi num grant of $15,000 for each course) and
77 overseas training grants (with maxi mum grant of $37,500
for each course) would be provided.

7.28 As advised by the VTIC, enployers had preferred |ocal training
to overseas training because:

— for overseas training, enployees would have to be away from
work for a nuch |onger period;

— local training courses in recent years were of high quality
and were very often conducted by overseas experts;

— local training courses were | ess expensive; and

— with local training, post-training consultation which was

_ 14
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essential to the trainees for inplementing the acquired
technol ogy was nore readily avail abl e.

7.29 Audit agrees that, from the managenent point of view, it is
easier to provide for local training courses. However, the
Adm nistration originally intended and also advised ExCo in 1991
(see the last inset of paragraph 7.17 above) and the FC in 1992 and
1993 that nore financial resources were to be provided for overseas
training grants. The inportance of overseas training, especially
wor ki ng attachments, as opposed to local training, was also made
clear in the ExCo menorandum However, Audit observed that much
nmore resources were allocated for local training courses (see
Table 1 above). Audit therefore considers that there is a need to
review whether nore resources should be allocated for overseas
training courses in order to help manufacturers acquire know edge of
a specialised, conmpany-specific or industry-specific nature (see the
fourth inset of paragraph 7.17 above).

7.30 The training activities on new technol ogi es as envisaged by
the Wdrking Party in its report of January 1989 were to be
conmpr ehensive and practical training courses which would involve a
| onger duration and entail substantial investnment (see paragraph
7.15 above). ExCo was also informed in 1991 that each |ocal and
overseas training course wuld involve, on average, governnent
grants of $10,000 and $25,000 respectively (see the last inset of
paragraph 7.17 above). However, Audit observed that courses
currently funded under the NITS were of nuch shorter duration and
that individual training grants were far below the l[evels estimted
in 1988. According to the VICs records, a local training course
had an average duration of three to four days only and nost overseas
training courses lasted for |less than ten days and many overseas
training courses were not working attachnents. This devi ated
significantly fromthe original intention that it would take “ weeks
and nonths to conplete the training” , as envisaged in the Wrking
Party’s Report. Furthernmore, the actual training grants under the
Schemre were on average $3,400 and $13,600 for |ocal and overseas
training respectively (Note 9). They were far below the estimted
levels of $10,000 and $25,000 as indicated in the 1991 ExCo
menor andum and were nuch lower than the ceilings of $15, 000 and
$37,500 for local and overseas training set in 1993 (see paragraph

Note 9: Up to Decenber 1996, there were 1,114 approved local training
applications and 186 approved overseas training applications
involving grants of $3.83 nillion and $2.53 nillion respectively.
Hence, on average, the training grant for each local training was
about $3,400 ($3.83 nmillion + 1,114) and for each overseas training
was about $13,600 ($2.53 million + 186).

_ 15
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7.20 above). As nost of the training courses funded under the
Schenme were of nmuch shorter duration and the training grants were of
much smaller anounts, it is doubtful whether these courses could
offer the kind of conprehensive and practical training on new
technol ogi es as originally envisaged and whether they could neet the
obj ective of the Schene. In this connection, the FC had conmented
on the need to ensure that the objective of the Scheme was achi eved
(see paragraph 7.22 above).

7.31 Audit considers that there is a need to review the duration
of training courses and the suitability of the courses for acquiring
new technol ogi es. According to the Governnent’s expectations, these
courses should be beneficial to the enployers because, after
attendi ng the courses, their enployees would contribute to achieving
greater efficiency, inproved quality and nore diversified output
(see paragraph 7.26 above).

7.32 Wilst a system was in place for approving applications for
training grants (see paragraph 7.24 above), Audit observed that the
VTC had not conducted periodic followup reviews on whether the
t echnol ogi es acquired by the enpl oyees were useful to their work and
had been applied to their business. |In response to Audit’s enquiry,
the VTC advi sed that:

— enployers participating in the NITS were not required to
commt thenselves to invest on particular technol ogies
bef or ehand;

— the trainees were also not required to undertake to work in
the related field for a certain period foll owi ng trai ning;

— it was inappropriate and inpractical for the VIC to ensure
that technol ogies acquired had been applied to industry, in
particular when nost of the local training grants were of a
smal | anount; and

— for training grants of Jlarge amounts such as the newy
introduced tailor-made local training courses, there was a
built-in requirement in the application form requiring
enpl oyers to subnit their detailed inplenentation schedul e of
the acquired technology before such applications would be
consi der ed.
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7.33 Audit consi ders that for training grants i nvol vi ng
substantial ampounts, such as those for overseas training and those
under the newy introduced tailor-made |ocal training courses, there
is a need to ensure that the acquired technology will be effectively
applied to the conpanies which enploy the trainees. The FC was
i nformed that the purpose of the Schene was for the enployers to put
the new technology acquired by the trainees into practice (see
paragraph 7.18 above). A nechanism should be in place to ensure the
achi evenent of the objective of the Scheme that the training is
beneficial to Hong Kong.

Audit reconmmendati ons

7.34 As the Adm nistration had undertaken to carry out a review of
the Schenme in early 1998, 12 nonths after the inplenentation of the
various inprovenent neasures (see paragraph 7.22 above), Audit has
reconmended that the Adnministration should, in its review, consider:

— increasing the resources to be allocated for overseas
training courses in order to help manufacturers acquire
know edge of a speci al i sed, company-specific or
i ndustry-specific nature (see paragraph 7.29 above);

— assessing the duration of training courses and the
suitability of the courses for achieving the objective of the
Schene (see paragraph 7.31 above); and

— taking necessary neasures to follow up major training grants
to ensure that the new technologies acquired wll be
effectively applied to industry (see paragraph 7.33 above).

Response fromthe VIC

7.35 The Executive Director, VIC has said that the audit
reconmendati ons are generally acceptable to the Council. He has
al so said that:

— the Sub-conmittee on Training in New Technologies at its
meeting held on 29 August 1997 decided that for nmjor
training grants, the VIC s professional staff shoul d
interview the trainee and his enployer six nonths after the
training to ascertain whether the technology acquired had

_ 17 —
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been applied. Arrangenments are being nade to inplenment this
deci si on; and

the Sub-commttee on Training in New Technologies has
undertaken to review the NITS in February 1998 and w |l take
into account the audit recomendations when planning the
review.

Response fromthe Adm nistration

7.

36

The Director-Ceneral of Industry has said that:

he supports Audit’s recommendation that the Administration
shoul d take necessary neasures to follow up major training
grants to ensure that +the new technologies will be
effectively applied to industry;

he has no problenms with Audit’s recomendation to assess, in
the forthcom ng review on the NITS, the duration of training
courses and the suitability of the courses for achieving the
obj ective of the Schene;

concerning Audit’s reconmendation that nore resources should
be allocated for overseas training courses, the purpose of
the NITS is to provide assistance to conpanies in Hong Kong
to train their staff in a new technology which would be
useful to their business. The enployers are in a nmuch better
position to decide which technology and which format of
training would be nobst appropriate to address their needs

Besi des, he considers that only the enployers know when and
how long they can release their staff to attend training.
While the Sub-conmittee on Training in New Technol ogies
should help, if requested, to obtain necessary information or
contacts for overseas training, it should not be held
responsible for identifying overseas training for Hong Kong
compani es; and

he believes the fact that nore local training courses are
approved under the NTTS only reflects the reality that nore
enpl oyers have opted to train their staff locally rather than
overseas. Having said that, he has no problenms with Audit’s
suggestion to review whether nore resources should be
al l ocated for overseas training courses.
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7.37 The Secretary for Education and Manpower has said that he
generally agrees with the views of the Director-General of Industry
and the Executive Director, VIC. He has also said that:

— he has no problens in subsum ng under the review of the NITS
scheduled in February 1998, Audit’s recommendati ons of
assessing the duration of training courses and the
suitability of the courses for achieving the objective of the
Scheme and taking necessary neasures to follow up major
training grants (see the second and third insets of paragraph
7.34 above); and

— concerning the audit recommendation that the Adm nistration
should, in the forthconming review of the NITS, consider
increasing the resources to be allocated for overseas
training courses, both he and the VIC were of the view that

both overseas and | ocal training are effective in
facilitating the transfer of new technol ogies. They shoul d
let enployers decide the type of training they want and
al l ocate resources accordingly. Indeed, there is no evidence

to suggest that the smaller nunber of applications for
overseas training grants from enployers is the result of
i nsufficient resources under the NITS, or the inbalance in
all ocating resources between |ocal and overseas training.
Since the present arrangenent under the NITS is neeting the
demand of industry, the idea of allocating nore resources for
overseas training will not by itself help boost the nunmber of
applications for overseas training grants.

APPLI ED RESEARCH AND DEVELOPNMENT SCHENME
The devel opnent of the ARDS

7.38 In Novenber 1989, the Industrial Technology Committee of the
then I ndustry Devel opnent Board (Note 10) conpleted a study entitled

“ Applied industrial research” . For the purposes of the study, the
Committee defined applied industrial research as work on devel oping
and adapting known technologies for use in industry. In January

1990, the Conmittee reported to the Industry Devel opment Board that:
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— a higher level of private and public sector investment in
applied industrial research was a necessary condition for the
satisfactory devel opnment and increased profitability of Hong
Kong’ s manufacturing industries; and

— the public sector had to exercise a much greater |eadership
role by developing a strategic view of Hong Kong’s
technol ogical future and by reducing the initial risks for
those manufacturers willing to undertake applied industrial
research.

7.39 After considering the Industrial Technology Conmittee’'s
report and reviewi ng the Governnent’s industrial policy, in Decenber
1990, the Industry Devel opnent Board recommended that the Government
shoul d provide some form of funding support, by way of matching
grants for new technol ogy-based operations, to lower the entry
barrier of devel oping new technol ogies or products and to encourage
w de application of research and devel opnent in industry.

7.40 In July 1991, ExCo decided that an applied research and
devel opnment assi stance schene should be established. The schene was
to provide grants to conpanies to undertake applied research and

devel opnent in Hong Kong. The grants could be up to half of the
total costs of approved projects and the conpani es would be required
to spend conparable sunms to match the grants. It was estinated that

a sum of $200 million could be required during the first five years.
In Decenber 1991, the FC approved a sum of $200 mllion from the
Capital Investnent Fund for setting up the ARDS.

7.41 According to the FC paper of Decenber 1991, the ARDS was to
be operated by the Director-General of Industry, with the advice of
the 1TDC, within the framework of the follow ng basic principles:

(a) locally registered conpani es undertaking applied research and
devel opnment in Hong Kong were eligible to apply for funding
support under the ARDS;

(b) the ARDS would provide funding support for technologically
i nnovative projects that had the potential to vyield

Not e 10: The |ndustry Devel opnment Board was the Governnent’'s advisory
body on industrial policy. It was replaced by the ITDC in January
1992.
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comrercially exploitable results;

(c) there should be no discrimnation against any particular
sectors or technol ogies because innovation could occur in
traditional as well as technol ogy-intensive industries;

(d) the ARDS could provide up to half of the funding required for
approved projects. The applicants would have to provide the
bal ance of funds required. This requirenment for matching
private sector investment should help to ensure that projects
were basically market-driven and that applicants were
comrmitted to bringing the projects to fruition;

(e) funds would be used to cover nminly applied research and
devel opnment manpower, equi pnent and nmaterials; and

(f) companies funded under the ARDS would be required to enter
into a contract with the Governnent to ensure that the
Government’s rights were appropriately protected and that the
Governnment’s liability was linited.

7.42 The subnmission to the FC also stated that the Governnent
woul d seek a return of at |east 5% per annum on the sum advanced to
t he ARDS. In March 1992, a Conmittee on the Applied Research and
Devel opnent Schenme was fornmed under the ITDC to advise on the
oper ati onal details of the ARDS. In Novenber 1992, after
considering the deliberations of the Committee, the | TDC reconmended
t hat :

— the CGovernment’s investment under the ARDS should take the
form of equity participation or a loan which could be
converted to equity where appropriate, or a conbination of
bot h; and

— the Governnent’s investment under the ARDS should be held and
managed by a private limted conpany which would be wholly-
owned by the Governnent through the Financial Secretary
I ncor por at ed.

The FC approved the revised arrangement to the Scheme in Decenber
1992.
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7.43 The Hong Kong Applied R& Fund Conpany Linmited, wth
secretariat support provided by the ID, was formed in February 1993
to operate the ARDS. This conpany was renanmed as the Applied
Research Council Conpany Limted in May 1995 and was further renaned

as the Applied Research Council (ARC) in June 1996. In 1994, the
Company carried out a review of the ARDS after it had been in
operation for one and a half years. The nmmjor findings of the

revi ew were

— the ARDS was well publicised and there was w despread
interest in wundertaking applied research and devel opnent
wor k. This mght be evidenced by the nunber of enquiries

about the ARDS; and

— the various conditions attached to the fundi ng support hel ped
to safeguard the prudent use of funds but were also the main
factor inhibiting the translation of interest into real
appl i cations.

7.44 Based on the reconmendati ons of the Conpany, the |ITDC agreed
to introduce the follow ng neasures for the Schene:

— equity participation would beconme the usual form of funding
support;

— in cases where funding support was in the form of a I|oan,
more flexibility would be exercised in determning the
i nterest rates;

— the scope of funding would be extended to cover other itens
such as marketing;

— the funding ceiling of $10 mllion for each project and for
each conpany woul d be applied flexibly; and

— borrowers would no longer need to charge their assets to the
Company provided that other fornms of safeguard such as
personal guarantee met the satisfaction of the Board of the
Conpany.
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7.45 In June 1995, the FC approved an increase in the maxinmm
| evel of funding support for each project approved under the ARDS
from50%to 75% of the fundable costs incurred in order to nake the
Scheme nore attractive.

bj ective of the ARDS

7.46 As nmentioned in paragraphs 7.39 and 7.40 above, the objective

of the ARDS was to increase the then limted volunme of applied
research and developnent activities in Hong Kong by providing
governnment funding as a catalyst. The longer-term aim was to

i ncrease the technol ogical capability and conpetitiveness of |ocal
i ndustry. The CGovernnent’s support under the ARDS would only be
provided for technologically innovative projects that had the
potential to yield commercially exploitable results. In order to
ensure that the Schene was used for investing in worthwhile applied
research and devel opment projects, each project proposal was to be
assessed by an internal assessor and two external assessors who
shoul d be experts in the particular industry. On the basis of their
findings, a recomendation to support or reject the proposal would
be made by the ARC to the Board of Directors. The Board would then
decide on approving or rejecting the proposal. The CGovernment’s
i nvestnent on each approved project would take the form of equity
participation in the recipient conpany, or a loan or a conbination
of both.

7.47 The allocation of $200 million from the Capital Investnent
Fund to the ARC was treated as an investnment by the CGovernment in
t he ARDS. Wiile no fixed interest was payable by the ARDS in
respect of this investnment, the Government expected a return of 5% a
year on the sum advanced. The 5% rate of return was set taking into
account that there were risks inherent in research and devel opnent
work and that the Governnent mnmight not be able to recoup its
investnent in all supported projects.

7.48 Audit found the follow ng inadequacies in the operation of
t he ARDS:

— the nunber of projects assisted under the ARDS was | ower than
expected (see paragraphs 7.49 and 7.50 bel ow);

— the success of some conpleted projects was questionable (see
paragraphs 7.51 and 7.52 bel ow);
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— excessive funds were held by the ARC (see paragraph 7.53
bel ow); and

— there was inadequate assurance that the required share of
fundable <costs had been contributed from non-government
sources (see paragraphs 7.54 to 7.56 bel ow).

The nunber of projects assisted under the ARDS was | ower than
expect ed

7.49 In Decenber 1991, the FC approved the transfer of a sum of
$200 million fromthe Capital Investnment Fund to the Scheme. At the
time, it was estinmated that the ARDS would on average assist 20
projects a year with each project requiring funds of $1 mllion to
$3 mllion. However, for the four years (from February 1993 to
March 1997) since the commencenent of operation of the Scheme, only
19 projects (Note 11) (a total of 65 applications had been received)
were approved under the Schene, representing 24% of the estinated
nunber of 80.

7.50 Because only 35 applications had been received in the first
two years of operation, both the Hong Kong Applied R& Fund Conpany
Limted and the |1TDC considered that the rather disappointing
response was due to the limted |evel of funding support provided.
In order to make the Schene nore attractive to potential applicants,
the Director-General of Industry proposed to raise the nmaxi mum | evel
of governnment financial support from 50% to 75% of the fundable
costs of an approved project. The proposal was approved by the FC
in June 1995 (see paragraph 7.45 above). An audit exam nation of
the nunber of applications received however revealed that since
revising the |evel of government support, there was no significant
i mprovenment in the response to the Schene, as shown in Table 2
bel ow:

Note 11: Excluding four projects which had been approved but were
subsequent |y withdrawn.
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Tabl e 2

Applications received under the ARDS
for the period fromFebruary 1993 to March 1997

Peri od
Bef ore June 1995:

February 1993 to Decenber
1993

January 1994 to Decenber
1994

January 1995 to May 1995

Total (for a period of 28
nont hs)

After June 1995:

June 1995 to Decenber
1995

January 1996 to Decenber
1996

January 1997 to March
1997

Total (for a period of 22
nont hs)

Sour ce: ID s records

Nunber

Aver age:
per nonth

Aver age:

of

1

1
per

applications
19

13

3

35

3 applications

10

18

30

4 applications
nmont h
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Success of sone conpl eted projects was questionabl e

7.51 The objective of the ARDS was to provide funds to assist
appli ed research and devel opnent projects that had the potential to
yield comercially exploitable results. Funds were given either as
a |loan or through equity participation. O the 19 projects approved
from February 1993 to March 1997 (see paragraph 7.49 above), 17
projects received loans and 2 received equity participation. One
project, involving a loan of $0.3 mllion which was fully repaid,
was abandoned. N ne projects had been conpleted, five of which were
due for loan repaynent (Note 12). Anong these five projects:

— three conpanies requested a deferment of the repaynent of the
| oans by one to two years;

— one conpany declared that it was unable to repay the | oan and
was going to wind up the conpany; and

— one company started to repay the | oan on schedul e.

As four conpanies were unable to repay the |oans on schedule, it is
doubtful whether the projects undertaken by these conpanies can be
regarded as successful. Details of the five projects are given
bel ow:

—  Devel opnent of an environnentally friendly packaging
material. The ARC approved a loan of $0.9 nmillion for this
project, which was 50% of the total project costs, to the
recipient company to develop an environnentally friendly

packagi ng material . The ARC also held 10% equity of the
reci pi ent conpany. The conpany had drawn down $0.9 mllion
of the | oan. Interest rate was set at prinme rate and

repaynent was scheduled to begin in Decenber 1996. There was
no third party who guaranteed the repaynent of the |oan but
the ARC had a fixed charge over the recipient conpany’s
busi ness and book debts, and a floating charge over its
assets. The project progressed satisfactorily until late
1995 when the ID reported that the recipient conpany had
difficulty in securing outside investnent in the devel opnent
of the product. In January 1997, the recipient conpany
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informed the ID that it would not be able to repay the | oan.
The major problem was product failure as the packaging
mat eri al which the conpany devel oped had a | eakage problem
The conpany is nmeanwhil e considering wi nding up. The ARC nay
need to wite off the |l oan made to the conpany;

— Devel opnent of an integrated circuit for |ong-range cordl ess
phone using the spread spectrum technology (Note 13). In
Novenmber 1993, the ARC approved the provision of a
convertible loan of up to a maxi num anmount of $10 million to
the recipient conmpany for developing an integrated circuit
for long-range cordless phone by using the spread spectrum
t echnol ogy. O the total loan facility, an amobunt of $5.5
mllion had been drawn down by the recipient conpany. In
accordance with the | oan agreenent, the recipient conpany was
required to repay the outstanding loan by 36 equal
consecutive nmonthly instalments fromJuly 1995. The | oan was
personally guaranteed by all the four directors of the
conpany. Al though the managing director of the recipient
conpany claimed in 1995 that the project was successfully
compl eted, the product delivered could not generate much
income. 80% of the conpany’s incone was from bank interests.
The ID s assessors al so considered that the product delivered
was technically flawed in a nunmber of aspects, making it
difficult to conpete with other simlar ones energing in the

mar ket . The recipient conpany started to repay the |oan by
instalnments in Septenber 1995. After repaying eleven
instal nents, the conmpany nade a request in Novenber 1996 to
the ARC for deferring repaynment by ten nonths. This was

because the conpany had a serious cash-flow problem arising
from the unexpected volatility and keen conpetition in the
mar ket for high technol ogy wirel ess products. Loan repaynent
only resunmed in May 1997,

—  Devel opnent of a conputer-aided design software package. The
project involved the making of a convertible loan of $2.7
million to the recipient conpany to devel op a conputer-aided
desi gn software package. In May 1995, the ARC was inforned
by the recipient conpany that the sales of the software
package were not satisfactory. The conpany admtted that,

Note 12: Anong the remamining four projects, three projects were not yet
due for repaynment and one project involved a loan of $1 nmillion
which was fully repaid ahead of schedul e.

Note 13: Spread spectrum technology is a coding technique for digital
transm ssion. By using spread spectrum technology, the reliability
and capability of wireless telephone will be enhanced since signals

can be transmitted over a longer distance and are resistant to
i nterference and jamm ng.
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al though it had sold 1,400 copies of the software at a unit
price of about $3,800 during the period from July 1991 to

March 1995, it had suffered a |oss because of the Ilarge
di scount of 50% to 60% offered to dealers and distributors
and of the high marketing expenses. OnMng to its poor

financial position, the conpany was unable to repay the
nont hly instal nents when they becane due in Decenber 1995. A
| oan restructuring proposal was nade by the conpany in 1996.
It was agreed that the conpany would start to repay $20, 000
each nonth starting from April 1997. Not wi t hst andi ng thi s,
the conmpany still could not neet the revised repaynent
schedul e;

Devel opment of a network fax system The project involved
the provision of a loan of $0.4 mllion in 1995 to the
recipient conpany for the developnent of a network fax
system The recipient conpany expected that the software
could be installed in 150 network systens in Hong Kong. The
project was conpleted in February 1995. Repaynment of the
| oan was scheduled to start in My 1996. The recipient
conpany however requested an extension of the grace period
for loan repaynent by one year due to tight cash flow and
heavy narketing expenditures. The conpany considered that
the product had nmet with reasonable success only and since
its launch in May 1995, 70 users had been using the software.
Loan repaynent started in May 1997; and

Devel opnent of a specialised conputer software for

guantitative environmental assessnment. The project involved
the developnment of two conputer software packages for
quantitative air pollution and risk assessnent. In March

1994, the ARC approved a loan of $4 million to the recipient
company. The project was originally planned to comence in
August 1993 and was expected to be conpleted by Decenber
1994, Subsequently, the recipient conpany revised the
comencenent date to July 1994 and the conpletion date to
Decenmber 1996. Eventual |y, the recipient conpany had only
drawmn down $1 mllion of the approved | oan. It conmenced
repaynment of the loan in August 1997 as schedul ed. In Apri

1996, the recipient conpany infornmed the ARC that up to Apri

1996, the income related to one of the software packages was

$2.8 mllion. This was generally in line with the estimate
provided by the recipient conpany to the ARC in February
1994. However, the ARC had not received any further

i nformati on on the progress of the project since April 1996.
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7.52 The fact that four of the above five projects turned out to
have encountered difficulties in marketing their products and were
unable to repay the loans on schedule reflected that there were
doubts on the <comercial exploitability of the research and
devel opnent results and the viability of the projects.

Excessive funds held by the ARC

7.53 In Decenber 1991, when the FC approved an allocation of $200
mllion fromthe Capital Investment Fund to set up the ARDS, it was
stated in the FC paper that the Director-Ceneral of Industry would
prepare an annual budget for clearance within the Adm nistration to
ensure a reasonable cash flow However, starting from 1993-94
onwards, funds were advanced quarterly each year from the Capital
I nvestment Fund to the ARC By the end of 1996-97, the CGovernment
had injected $151 mllion of the $200 nmillion into the ARC as
foll ows:

Fi nanci al year Amount i njected
($ million)

1993-94 24
1994- 95 38
1995- 96 40
1996- 97 49

Tot al 151

Sour ce: Governnent’s records
According to schedule, the remaining $49 million will be injected

into the ARC in 1997-98. An audit of the financial position of the
ARC as at 31 March 1997 revealed that funds anmounting to $129
mllion were held by the Council, which was four tinmes its
outstandi ng conmitnents of $31 nillion, as detailed bel ow

($ million)

Total commtments for 19 approved 65
proj ects
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| ess: Armount al r eady (34)
advanced to recipient
conpani es .
Qut st andi ng conmi t nent s 31
Sour ce: ID s records

Audit observed that the ARC placed funds in excess of requirenent on
bank deposits which earned interests of about 7% per annum and t hat
interests earned from such deposits were accrued to the Schene.
However, the ARC was only required to pay 5% per annum on the anpunt
advanced from the Capital Investnent Fund (see paragraph 7.47
above) .

Control weakness in releasing funds to recipient conpanies

7.54 Under the ARDS, funds would be released to recipient
conpani es by instalnments on a reinbursenent basis, up to 75% (or 50%
before June 1995) of the fundable costs incurred by recipient
conpani es. The level and node of funding support together with the
terns and conditions were deternmined by the Board of Directors of
the ARC and agreed with recipient conpanies at the project proposa

st age. Legal docunents were prepared and signed to protect the
interests of all parties.

7.55 As the project proceeded, the recipient conpany woul d draw on
the approved funds in accordance with the terns and conditions
stipulated in the relevant agreenent. For each loan “ draw down” |,
the recipient conpany would send a notice of loan “ draw down”

together with supporting docunments such as paynent invoices to the
I D The 1D would then perform checking and seek the internal or
external assessors’ coments on the project progress. Af t erwar ds,
the ID would reinmburse the recipient conpany with the paynent.

7.56 Inadequate assurance that the required share of fundable
costs had been contributed from non-governnent sources. Audit noted
that when the Governnment reinbursed a recipient conmpany for the

Governnent’'s share of fundable costs through each Iloan *“ draw
down” , the recipient conpany was only required to produce
docunentary evidence to support the conpany’s claim for the
Government’s share of fundable costs. It was not required to

produce docunentary evidence to show that it had also received the
agreed portion of the fundable costs from non-governnent sources.
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As a result, Audit could not ascertain whether the claimwas proper
or not because of the lack of evidence indicating whether the
company had received nmatching contribution from non-governnent
sources for their share of fundable costs. Exanpl es are shown
bel ow

— the recipient conpany (which eventually had problens in |oan

repaynent) submitted in March 1994 a l|oan “ draw down”
notice for $0.8 mllion ($0.7 mllion on manpower costs and
$0.1 mllion on equipnment costs). This sum was advanced to

the conpany in March 1994 by the ARC. Audit noted that the
reci pient company only provided docunentary evidence to
support the claimof $0.8 mllion fromthe Governnent, but no
evi dence was produced to show that it had borne its own share
of fundabl e costs. To support its matching contribution of
$0.85 million, the conmpany only provided the ARC with copies
of two bank pay-in slips which were dated October 1993 and
Novenber 1993 respectively; and

— in another <case involving the developnent of an alarm
signalling security system the ARC approved a |oan of

$570,000 to the recipient conpany. In COctober 1994, the
conpany submitted a loan “ draw down” notice to draw down
$285, 000. It only provided docunentary proof to support

fundabl e costs of $468,824 incurred. According to the then
prevailing rules of the ARDS, the Governnent’s contribution
would only be 50% of fundable costs and accordingly, the
reci pi ent conpany should have provided docunentary proof for
$570,000 (i.e. $285,000 x 2) in order to draw down $285, 000
The requested anount was neverthel ess rel eased to the conpany
on 1 Novenber 1994. This project was eventually abandoned
and the conpany had repaid the |oan and interest to the ARC

Audit could not ascertain in the above two cases whether the
reci pient conpani es had received the agreed share of fundable costs
from non-government sources. Audit considers that there is a risk
that the Governnment mght be financing over 75% (or previously 50%
of the fundable costs of the project. As a result, the Governnent
m ght be bearing nore than its intended share of the risk

Audit observations
7.57 The objective of the ARDS was to use governnment funding as a

catalyst to enable nore research and developrment work to be
undertaken by the private sector. The Governnent expected to obtain
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a return of at least 5% a year on the capital advanced to the
Schene. Fundi ng support would only be provided for research and
devel opment projects that were basically market-driven and had the
potential for commercial exploitation. The |onger-term objective of
the ARDS was to increase the technol ogical capability and
conpetitiveness of |ocal industries. However, Audit noted that up
to March 1997, the ARDS had rendered support to just 19 projects and
four conpleted projects (out of five) had encountered difficulties
in | oan repaynent. Evi dence that these four projects had generally
delivered comercially exploitable results is [|acking. Ther ef or e,
it is questionable whether they can be regarded as successful
proj ects.

7.58 The increase of the Government’s funding support from 50% to
75% did not help pronote the use of the ARDS. Because the nunber of
projects assisted under the Scheme represented 24% of the target
substantial amunt of surplus funds were held by the ARC
Furthernmore, the existing procedures for releasing funds to
recipient conpanies did not provide adequate assurance that
reci pient conpanies had received the agreed share of the fundable
costs of the projects from non-governnent sources.

7.59 Audit noted that in Decenber 1991 when approval from the FC
was sought for setting up the ARDS, the Director-General of Industry
undertook to conduct a conprehensive appraisal of the Schene at an
appropriate tine. In June 1992, the ID also laid down a nunber of
paranmeters for future appraisal of the Schene. These were endorsed
by the I TDC. The paraneters included, anbng other things:

— nunber of applications received;

— nunber of worthwhile project proposals approved for funding
support;

— amount of private sector research and devel opnment generat ed;

— intellectual property rights (e.g. patents and designs)
devel oped; and

— sales revenue attributable to new processes/products
devel oped.
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7.60 Although the ARC conducted a review of the Scheme in 1994
(see paragraph 7.43 above), there had not been any appraisal of the
Schenme wusing the above paranmeters until Mrch 1997 when the ID
commenced a review of the Schene. The review ains to cover the
foll owi ng issues:

— whether the Scheme has been able to encourage nore research
in the private sector, and reasons for its success and
failure

— whether the present scope of funding and the current funding
Criteria are appropriate;

— whether the present vetting, funding criteria and nonitoring
mechani sns are sufficient and whether there can be any
further streamining; and

— other issues related to the adm nistration of the Schene.

It is expected that the review report will be available in Septenber
1997. In response to Audit’'s enquiry, the ID disagreed that there
had not been any appraisal of the Schenme until March 1997. The
Departnment informed Audit that a review was carried out in 1994 and
a nunber of new neasures were introduced for the ARDS. It m ght not
have been a conprehensive review as the ARDS had only been in
operation for less than two years then, and none of the funded
projects had then been conpl et ed.

Audit reconmmendati ons

7.61 Audit has recomended to the Director-General of Industry
that in his review he should, having regard to the audit
observati ons above:

— examne the effectiveness of the ARDS in providing support to
appli ed research and devel opnent projects. This exam nation
should include an appraisal of the Schene using the
paraneters laid down in June 1992 (see paragraph 7.59 above);
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— consider whether there is a need for revising the Schene with
a viewto neeting its objective nore effectively;

— consider setting up procedures to assess the cash-flow
requi rements of the ARC before funds are transferred to the
Council fromthe Capital Investnent Fund in future; and

— revise the procedures for releasing funds to recipient
conmpanies in order to ensure that the required share of
fundabl e costs is contributed from non-governnment sources.

Response fromthe Adm nistration

7.62 The Secretary for the Treasury has said that he will consider
the cash-flow requirenents of the ARC before transferring funds to
it in future

7.63 The Director-General of |Industry has accepted the audit
reconmendati ons. He has said that:

The nunber of projects assisted was |ower than expected (see
paragraphs 7.49 and 7.50 above)

(a) he agrees with Audit’s views. The mmjor reason for the |ow
nunmber of approved cases is that the ARC has not received
sufficient nunmber of quality applications. In fact, there
are so far 67 applications and the total anobunt requested is
$366.5 mllion, which far exceeds the $200 mllion available
under the ARDS. Unfortunately, nany of them were consi dered
to be not worthy of support by the assessors and the ARC
either because the projects thenselves |ack technol ogical
merits or conmmercial potential, or the applicant conpanies
| ack the technical or managenent capabilities;

(b) the ARC has thus only approved |oans/equity injection for 23

cases. As four of these cases subsequently withdrew their
applications, only 19 cases have received funding support.
There is little the ARC can do on the quality of

appl i cati ons;

(c) notwithstanding this, the ARC wll step up publicity to
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i ncrease public awareness of the ARDS. At present, publicity
is done through advertisements, distribution of information
leaflets, the Internet, as well as talks and briefings for

i ndustry associations and prospective applicants. There is
scope for nore to be done and the details are being worked
out ;

Success of some conpleted projects was questionable (see
paragraphs 7.51 and 7.52 above)

(d) all business ventures carry risks. Technol ogy ventures are
by their very nature nore risky. To expect too high a
success rate is not entirely realistic. In fact, the

inherent risks in research and developnent were stated
clearly in the FC paper when funding was sought in 1991 to
set up the Schene;

(e) notwi thstanding the four cases highlighted in Audit’s review,
there are several other cases (conpleted after 31 March 1997)

whi ch have denpnstrated initial commercial success. One of
them is so successful that the conpany has actually repaid
the loan in full in one go. Another successful project has

al so started repaynment and is contenplating a simlar one-off
repaynment (Note 14);

Excessive funds held by the ARC (see paragraph 7.53 above)

(f) the ID provides an estimate of the *“ draw down” schedule to
t he Finance Bureau of the Governnent Secretariat annually for
the preparation of the Estimtes which, he believes, has net
the primary purpose of the FC s requirenent for an “ annual
budget” ;

(g) the noney held by the ARC is managed in accordance with the
gui del i nes set down by the Hong Kong Monetary Authority. For
i nstance, they are placed in different accounts in five banks
for risk diversification. All interests earned are accrued

Not e 14: As nentioned in paragraph 7.51 above, four out of five
conpl eted projects which were due for |oan repaynent had requested
a defernment of |oan repaynent or had declared that they were unabl e
to repay the | oans. Audit therefore considers that the success
rate of ARDS projects was on the | ow side.
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to the ARDS, and the account is audited each year. There is
no financial loss to the Governnent whether the noney is held
by the Governnment or by the ARC

(h) neither the ID nor the ARC is given funding to neet the
recurrent expenses of the ARDS, including |egal fees, audit
fees, assessnent fees, publication and advertising expenses.
The interests earned from the cash held by the ARC are used
to nmeet these expenses, lest it would need to deplete the
capi tal amount for these recurrent purposes (Note 15);

(i) the ID will, together with the Finance Bureau, consider the
feasibility of drawing down the ARDS s capital on a
requi rement basis; and

Control weakness in releasing funds to recipient conpanies (see
paragraphs 7.54 to 7.56 above)

(j) he agrees that this can be a problem as proof of the
reci pient conpanies’ contribution is normally not required,
except in one case. The ID would raise this issue with the
ARC and consider ways to inprove the control aspect.

.64 The Director-General of Industry has also said that:

— he agrees that a review on the effectiveness of the ARDS is
necessary. In fact, such a reviewis being carried out. The
paraneters laid down in 1992 would be included as far as
possi bl e; and

— he has noted that there can be difficulties wth the
apprai sal of the Scheme using sone of the paraneters laid
down. For instance, sonme conpanies nmay not w sh to disclose
their sales revenue for reasons of comrercial sensitivity.
This is particularly the case for those which have no
probl ens in repaynent.

Not e 15: Audit noted that for the period from February 1993 to March

1997, the ARC had earned interests of $13.7 mllion from bank
deposi ts. This was some five times the recurrent expenses of the
ARDS whi ch ampbunted to $2.5 million for the same peri od.
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| NDUSTRI AL SUPPORT FUND
Est abl i shnent of the | SF

7.65 In the early 1990s, Hong Kong’'s manufacturing industries were
evolving from the use of |abour-intensive nethods of production to
nmore sophisticated nethods based on technological devel opnent.
Therefore, they needed additional support fromthe Government in the
restructuring process. There was increasing pressure from the
i ndustrial sector and the |ITDC for the Governnent to allocate nore
funds to support industrial technology developnent activities.
Therefore, in February 1993, ExCo approved that funds rel eased from
the reduction in the annual recurrent subvention to the Hong Kong
Trade Developnment Council (as a result of adopting a revised
subvention formula for the conputation of the subventions payable to
the Council) would be redeployed to support the industrial
t echnol ogy programre.

7.66 In Novenber 1993, the FC approved the creation of a new
Capital Account block vote under the General Revenue Account (GRA)
for industrial support as from April 1994 onwards. An initial
all ocation of $180 nmillion was provided for 1994-95. The bl ock vote
woul d finance projects which the ID, on the advice of the 1TDC
consi dered beneficial to the industrial or technol ogical devel opnent
of Hong Kong. Various industry-support bodies e.g. the ID, the
HKPC, trade and industrial associations, tertiary institutions,
professional bodies and research institutes could seek funding
support from this block vote. Private conpanies could also seek
fundi ng support from the block vote so long as they could show that
their projects would benefit a particular industrial sector or would
benefit the manufacturing industries at large. The objective of the
bl ock vote is to support the Hong Kong nanufacturers to nove up-
mar ket and into higher technology production while the Governnent
would continue to mintain a fundamentally non-interventionist
econom ¢ policy. This block vote for industrial support was renamned
as the ISF in January 1995.

7.67 Projects under the ISF were normally financed in the form of
grants. These projects mght be capital in nature, such as purchase
of equi prent, establishnent of new technol ogy denpbnstration centres
and conmi ssioning of consultancy studies. The projects mght also
be recurrent in nature and funding was required from the block vote
to cover the recurrent expenses, such as nmanpower and other
adm ni strative costs, but such projects should only involve subsidy
in the form of grants for a specified period, after which the
proj ect should becone sel f-financing.
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7.68 Each year, the ID would invite eligible organisations to
subnit applications wunder the |SF. The ID would conduct a
prelimnary vetting and assessnment of all applications received.
The relevant conmittees or sub-committees of the [TDC would be
consulted on projects falling under their respective purview.
Recomrendati ons woul d then be forrmulated by the ID for consideration
by the Projects Vetting Conmttee (PVC which is chaired by the
Director-Ceneral of Industry wth the various Chairnmen of the
commttees as nmenbers. Wth reference to the PVC s recomendati ons,
the ITDC would support the proposals or otherwi se. Based on the
| TDC s advice, projects would be approved for conmtment under the
| SF. The Director-Ceneral of Industry was delegated the authority

to approve expenditure under the ISF for small to nmediumsized
projects, costing up to the same ceiling as Category D projects in
the Public Wrks Programme (currently $15 mllion). I ndi vi dual

projects wunder the block vote costing nore than the Category D
ceiling would have to be subnmitted to the FC for fundi ng approval.

7.69 For the vyears from 1994-95 to 1996-97, the approved
provi sions and actual expenditure of the |ISF were as follows:

Approved provision Actual expenditure

($ mllion) ($ mllion)
1994- 95 180 176. 3
1995- 96 210 (see Note 209.5
1996- 97 250 249.5
Tot al 6@ EEB
Sour ce: ID s records

Note: This figure does not include the $50 mllion
transferred to the CARDS

By the end of 1996-97, total commtnents in respect of grants
approved under the | SF amounted to $766 nmillion (Note 16), involving

Not e 16: By the end of 1996-97, 207 projects had been approved invol ving
total grants of $766 mllion, $635.3 nillion of which had been
di sbursed to the recipient organi sations.
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a total of 207 approved projects, 68 projects of which were
conpl eted. These 68 projects involved funds of $115 mllion. They
are summari sed bel ow

Nurber of Funds
proj ects di sbur sed
($ mllion)
Maj or | SF projects 14 82
(project value over
$2 mllion)
M nor | SF projects 54 33
(project value |ess
than $2 nmillion) . L
Tot al 68 115
Sour ce: ID s records

Exam nation of |ISF projects

7.70 Audit exam ned the 14 conpleted major projects (see paragraph
7.69 above). Audit also examned the Tel ecommunications Product
Technol ogy Centre project, which had not yet been conpl eted, because
the Centre involved a grant of $84 mllion from the Schene,
representing 11%of the total grants approved. The Centre had a
project duration of three years, which was extended by two years.
The followi ng inadequacies in the operation of the Schene were
observed:

— departure fromthe anmbit of the ISF (see paragraphs 7.71 to
7.80 bel ow) ;

— inadequate nmonitoring of the Teleconmunications Product
Technol ogy Centre (see paragraphs 7.83 to 7.91 bel ow);

— lack of adequate action to follow up project benefits (see
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paragraphs 7.94 to 7.98 bel ow); and

— actions taken to deal with surplus funds were questionable
(see paragraphs 7.101 to 7.104 bel ow).

Departure fromthe anbit of the |ISF

7.71 One conpleted project of the ISF related to the provision of
a grant of $4.2 nmillion to an industrial design conpany. As this

project was closely related to another project which was still in
progress as at March 1997, both projects were exam ned. The two
projects together involved the provision of [|ISF grants of $17
mllion to this industrial design conpany. Details of the two

project are as foll ows:

— in April 1994, the ID approved a grant of $4.2 mllion to
cover the conpany’'s operating costs for a period of three
years and an interest-free loan of $5 mllion to run a
proposed training programe. The proposed training prograntme
would involve the hiring and training of young industrial
design graduates and inviting overseas designers to conduct
training courses and semnars and to offer technical advice
to students and practising designers in Hong Kong. The
requested $5 million loan was later reduced to $1.6 million
as the conpany eventually cancelled the hiring and training
of designers; and

— in July 1996, the ID again approved the provision of a grant
of $7.5 million to the conpany to cover its operational costs
for a period of three years and another grant of $5.3 mllion
to run various training programes (of the $5.3 million, $1.6

mllion was to cover the conversion of the interest-free | oan
of $1.6 mllion, referred to in the first inset above, into a
grant).

7.72 Audit noted that this industrial design conpany had in fact
been receiving governnment funds since its establishnment in 1985. In
April 1985, the FC approved a governnent subvention of $8 mllion
from the GRA Head 176 Subventions: M scel | aneous for the
establishment of a limted conpany to provide Hong Kong industry
with product innovation and design services. The objectives of this
i ndustrial design conpany were to provide design services at prices
affordable to small and nedi um sized manufacturers and to raise the
awar eness of good design anong industrialists.
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7.73 In 1988, the ID reviewed the perfornmance of the industrial
desi gn conpany, two and a half years after the conpany had been in
operation. The review indicated that the conpany would not be able
to nmeet its objective of achieving financial self-sufficiency in
1990-91, by which tine the subvention of $8 million would likely be
exhaust ed. Because the then Industry Devel opnment Board consi dered
that the conpany should be retained to continue providing design and
i nnovation services to Hong Kong manufacturers, a new conpany was

formed taking over all the assets, liabilities and staff of the old
company. Ownership of the new conpany was transferred to an
i ndustry-support organi sation. It was then considered that, as a
fully owned subsidiary of that organisation, the conpany could enjoy
greater flexibility in running comercially oriented design
servi ces.

7.74 In June 1990, the FC approved a further provision of a one-
off grant of $11.4 mllion under GRA Head 177 Subventions to the
hol di ng conmpany of the industrial design conpany, for the provision
of industrial design innovation services to be undertaken by the
conmpany. The FC was inforned that no further funds other than the
$11.4 mllion would be required from the CGovernment in the future
and the industrial design conmpany would beconme self-sufficient in
1994- 95. The operating incone of the conpany was then expected to
be generated from consultancy fees and fromroyalties which would be
char geabl e on products desi gned by the conpany.

7.75 After the establishnent of the ISF, this conpany obtained
governnment funding through the ISF. In April 1994, the |ID approved
a grant of $4.2 nmillion to cover the conpany’s operating costs for a
three-year period from 1994-95 to 1996-97 (see the first inset of
paragraph 7.71 above). The I D was concerned that the conpany was
facing financial difficulty in nmintaining its operation beyond
1994-95 and that financial assistance would be required to maintain

t he conpany’s continued operation. The conpany again clained, in
its application for ISF grant, that in three years’ tinme it would be
sel f-sufficient. The Governnent did not re-appraise the business

viability of the conpany.

7.76 In 1996, the conpany applied again for another grant fromthe
ISF to cover its operational costs for another three-year period,
i.e. from 1996-97 to 1998-99 (see the second inset of paragraph 7.71
above). In its application, the conpany stated that it would suffer
a deficit in the three years to 1998-99 but thereafter new business
could hopefully be generated and could nmake the conpany self-
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sufficient by Year 2000. A chronology of the key events relating to
the nmaking of |ISF grants to the industrial design conpany is
provi ded at Annex B.

7.77 On the various occasions when funds were sought from the
Governnment, it was stated in the funding submissions that the
conmpany could provide a quality industrial design service to snall
and nediumsized nanufacturers to assist them to nobve up the
“ val ue-added | adder” and help them shift from*“ original equipnent
manuf act uri ng” to “ original design manufacturing” . The ID
considered that the conmpany had over the years provided quality
consultancy services to the local industries and had devel oped a
nodest group of core clients, and was the |largest industrial design
firmin Hong Kong. The I D concluded that the design services the
conmpany offered, and the pronotional role it had played, were of
great value to the Hong Kong industrial and comrercial sectors.
However, Audit could not ascertain the basis of the ID s conclusion

Audit observati ons

7.78 As stated in the FC paper setting up the ISF, projects to be
fi nanced under the Schene should be capital or recurrent in nature
and if the project requested funds to neet recurrent expenses, the
Schenme would only finance the project for a specified duration after
whi ch the project should beconme self-financing (see paragraph 7.67
above). Audit therefore considers that the provision of grants to
the industrial design conpany under the |ISF for a prolonged period
is at variance with the anbit of the Schene.

7.79 In addition, the conpany was provided with governnment funds
in 1994 and 1996 despite the fact that the FC was infornmed in June
1990 that no further funds would be required from the Governnent
(see paragraph 7.74 above). Approval fromthe FC for continuing to
provide funds to the conpany had not been sought.

7.80 Athough the conpany had failed to achieve financial self-
sufficiency after three years as stated in the funding requests in
1990 and 1994, there was no indication that the ID had revi ewed and
re-appraised the validity of the company’ s business assunptions and
projections. The ID also did not seem to have critically assessed
the validity of the conmpany’s projection when it informed the ID in
1996 that it would becone self-sufficient by Year 2000. The fact
that the conpany had failed to generate income for financial self-
sufficiency indicates that the market demand for its design services
was not as great as had been portrayed by the conpany. Audit not ed
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that public funds totalling $31.1 mllion (Note 17) had been
allocated to subsidise the operation of the industrial design
conmpany (see paragraphs 7.71 to 7.74 above). It is doubtful whether
the continued provision of financial support from the Governnent to
this conpany is justified.

Audit recommendati on

7.81 Audit has recomended to the Director-General of Industry
that he should carry out a critical review of the industrial design
company to assess whether it should continue to be financed by the
| SF.

Response fromthe Adm nistration

7.82 The Director-General of Industry has accepted the audit
reconmendat i on. He has said that the ID will initiate a review on
the role and financial position of the industrial design conpany.
The Director-Ceneral has also said that:

Provision of grants to the industrial design conpany under the
ISF is at variance with the anbit of the Schene (see paragraph
7.78 above)

(a) the ID was aware of the specific condition in question under
whi ch | SF funds might be allocated. It was conscious of the
potential problem that continuous funding fromthe ISF on a
regular basis mght result effectively in a de facto
subvention for the conpany. Al l al ong, the |IDs
consi deration was very much guided by the prospect of the
conmpany beconming financially self-sufficient as evidenced in
the various applications which had been put to the ITDC and
its commttees (Note 18);

Note 17: Total grants to finance the operation of the industrial design
conpany anmounted to $31.1 nmillion, which was nade up of $8 mllion
governnent subvention in 1985, $11.4 nillion one-off government
grant in 1990 and total grants of $11.7 nillion from the |ISF made
in 1994 and 1996 (excluding ISF grant of $5.3 mllion for running
various training programes).

Not e 18: Audit noted that public funds have been used to finance the
operation of the industrial design conpany for nore than ten years,
yet the conmpany is still unable to become financially

sel f-sufficient as planned (see paragraphs 7.72 to 7.76 above).
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(b)

(c)

the two allocations were sought as grants to enable the
company to becone self-sufficient. Thus the issue really is
what constituted a reasonable “ specified” duration. There
is no hard and fast rule on this. Each case has to be
considered on its nerits. Utimately this is a nmatter of
j udgment ;

in the case of the conmpany in question, the ID, the |ITDC and
its committees had exercised that judgnent through assessing
and scrutinising the information which had been nade
avail able to them

Approval of the FC not sought for continuing to provide funds to
the industrial design conmpany through the |ISF (see paragraph 7.79
above)

(d)

(e)

()

the FC was indeed informed in 1990 of the assessnent that no
further gover nnent funding would be required. The
availability of funds with the establishment of the |SF
scheme, for which the FC had approved the conditions under
which funds night be allocated from it, raised the issue
whet her funding fromthis source would need the FC s explicit
approval ;

the ID had consulted the Finance Bureau prior to the 1994
funding application on whether a loan or other forms of
funding support for the conpany was possible, against the
background of the 1990 FC submi ssion. The advice given to
the ID was that the conpany was *“ established for the
provision of industrial design innovation service to Hong
Kong industry” and that its activities fell “ within the
anbit of the new block vote which is to fund projects which
the 1TDC considers to be beneficial to the industrial or
t echnol ogi cal devel opnent of Hong Kong industry. The nodes
of funding from the block vote, i.e. grants, interest-free
loans or interest-bearing loans, nmay also provide the
flexibility required by (the conpany)” ;

in these circunstances, the |ITDC was duly consulted on the
basis of the projected financial self-sufficiency of the

company. The established vetting and approval procedures
were duly followed and the allocations were nade within the
financial linmts of the delegated authority fromthe FC At
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all stages of the <consideration, there was never any
intention to bypass the FC scrutiny (Note 19);

Not critically assessing the validity of the conpany’ s business
pl ans and their assunptions and projections (see paragraph 7.80
above)

(g) it should first be noted that the managenent of the conpany
in question is overseen by its Board of Directors conprising
prom nent industrialists, representatives from the ID, the
Hong Kong Polytechnic University and the Hong Kong Trade

Devel opment Council. The Board has been vigilant in ensuring
a proper balance between the financial viability of the
conmpany and its public mssion. The business plans of the

conpany have been carefully scrutinised by the Board, which
has the commercial expertise and experience to pass judgnment
on the conpany’s financial perfornance. The 1D has also
actively nonitored the business and progress of the conpany
through its involvenent on the Board and has in this process
had first hand know edge about the workings of the conpany.
Thus the ID has been able to critically question and assess
the conmpany’s business, wth input from nenbers of the
busi ness conmunity on the Board;

(h) the decision for approval was nade by the ID, the PVC of the
| TDC and various parties after careful consideration of the
pitfalls and nerits of the case, including the quality
consul tancy services provided by the conpany, the decrease in
| osses for 1993-94 as conpared with that for 1992-93, the
i nproved financial position of the conpany and the need for
t he Government to pronote industrial design and develop | oca
product design for high-end market;

(i) as for the 1996 application, the case was also reviewed first
by the Board of Directors of the conpany. The ID had set out
clearly in the relevant |1 TDC paper the undesirable financial

Note 19: In approving the one-off grant of $11.4 nillion to the
i ndustrial design conmpany in June 1990, the FC was informed that no
further funds would be required fromthe Governnent in the future
and that the conpany would becone self-sufficient in 1994-95 (see
paragraph 7.74 above). Audit therefore considers that the FCs
approval should have been sought if the Governnent intended to
provide further funding to the conpany.
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situation of the conpany. The ID concluded in the |ITDC paper
that “ although it seens unlikely that (the conpany) could
achieve self-sufficiency in the near future, there is the
prospect of inprovenent ahead and the future of (the conpany)
is by no neans pessimstic” . The application was discussed
t horoughly at the ITDC neeting in July 1996 before the latter
cane to a decision; and

(j) thus it can be seen that at all stages of the processing of
the 1994 and 1996 applications, the issue was not the |ack of
careful scrutiny of supporting information by the Board of
Directors of the conpany, the ID, the ITDC or its commttees.
Judgnents had to be made and they were made responsibly in
the light of the available supporting information and the
i ntensive discussions in different fora at different stages.

| nadequate nonitoring of the Tel ecomunications Product
Technol ogy Centre

7.83 In June 1994, the FC approved a conmitnent of $84 million to
be funded by the ISF for the setting up of a Tel ecomrunications
Product Technol ogy Centre:

— to wundertake applied research and developnment work on
tel ecommuni cations and related areas, in collaboration with
participants fromthe local industry; and

— to transfer appropriate enabling and product technol ogies
fromlocal and overseas sources to local industrialists.

7.84 The Centre was established as a wholly-owned subsidiary of
the responsible organisation. It has a board of directors which
i ncludes representatives of the ID and the responsi bl e organi sati on.

7.85 It was estimted in the FC paper that the Centre would
require $112 million in the six years from 1994-95 onwards. The
conmitment of $84 mllion approved by the FC (see paragraph 7.83
above) woul d provide the funds required for the first three years of

oper ati on, i.e. from 1994-95 to 1996-97. The responsible
organi sation expected that the Centre would becone self-financing in
its sixth year of operation. Before the conpletion of the first

three years of operation, the responsible organisation would conduct
a managenent review of the Centre. On the basis of this nanagenent
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review, the Director-General of Industry would decide whether
further funds would be provided to finance the Centre and in what
formthe financial support would take.

Shortfall of actual inconme over projected i ncone

7.86 As nentioned in paragraph 7.85 above, the Centre ained to be
financially self-sufficient in the sixth year of operation. It was
estimated in the FC paper that the Centre would earn $70.5 mllion
in the first five years of operation, i.e. from 1994-95 to 1998-99
and the Centre would becone self-financing in 1999-2000. However,
owing to the tinme taken to recruit a key executive for the Centre,
the Centre was only officially launched in April 1996 (currently,

the Centre has a total of 37 staff, including 30 engineers). In
Septenber 1996, the Centre revised its budgeted income and
expenditure, a few nonths after the comencenent of operation. In

the revised budget covering the period from 1994-95 to 1998-99, the
income was adjusted downwards to $18.8 mllion (or 27% of
$70.5 mllion). This excluded the estimated incone of $5 million
from interest earnings for the period. Since the commencenent of
operation, the Centre only earned $1.2 million up to July 1997 from
consul tancy services and the conduct of training and sem nars, of
which $0.12 mllion was incone earned before the official |aunching
of the Centre. Conpared with the revised estimate of $1.8 mllion
to be earned for the period from 1994-95 to 1996-97, the Centre’'s
actual income was only 67% of the estimate.

7.87 After reviewing the progress and financial situation of the
project, the ID took the initiative in Decenber 1996 to extend the
project by two years, during which period the |ISF would not provide
addi ti onal funds. However, the responsible organisation would stil
be required to submt a final report to the ID on the inplenentation
of the project by the end of the extended period. The conduct of
t he managenent review (see paragraph 7.85 above) has been held in
abeyance.

I ncone projection and benefits stated in the project proposal

7.88 Audit noted that although income and expenditure projections
were made by the responsible organisation in its proposal submitted
in March 1994 to the ID for project evaluation and approval, the
assunptions and the basis of projections for the incone estinmates
were not provided. The revenue to be generated from the project,
consisting of start-up fees to be paid by participating comnpani es,
royalty paynents and licence fees collected, was estinated to be
$136 mllion over a period of six years from 1994-95 to 1999-2000
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(Note 20), as follows:

Year Year Year Year Year Year
1 2 3 4 5 6 Tot a
(94- (95- (96- (97- (98- (99- [
95) 96) 97) 98) 99) 00)
($ million)

Start-up fees 3 6 8 10.5 12. 4 14 53.9
Li cence — 2 8 16 25 31 82
fees/royalty
Total (see 3 8 16 26.5 37. 4 45
Not e) 135.

Not e: These figures were submtted by the responsible organisation in
its proposal to the ID in March 1994, The figures were
subsequently revised in the FC paper

There was no information on the estimated nunber of participating
compani es, start-up fees to be collected per conpany, the nunber of
intellectual property rights to be developed by the Centre each
year, and royalty payments collectible for the intellectual property
devel oped. The adequacy of the basis of the projections of incone
was therefore difficult to assess.

7 .89 Furt her nor e, the contribution of the Tel ecomrunications
Product Technol ogy Centre to industry was not stated in quantitative
ternms to facilitate appraisal, nmonitoring and evaluation of the
project. In the project proposal, the benefits of the project were
stated as foll ows:

— “ The Centre helps the industry nove up-narket. It wll
gradually bring about a recognition from overseas countries
that Hong Kong is not just a financial centre or an entrepot
but is also a place for innovative and high-tech product
devel opnent ;

Not e 20: Revenue was expected to be generated in the first year after
approval of the project. The project was approved by the FC in
June 1994.
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— The Centre assists the industry in product devel opment by
wor ki ng on the underlying and enabling technol ogies (not end
products), the result of which will enable industrialists to
devel op new products;

— Tine to market will be reduced as industrialists no |onger
have to wait for an enabling technology to energe (e.g. a
conpression chip set) before reacting and starting on their

product devel opnent. Concurrent engi neering devel opnent can
take place, with the Centre working on the building bl ock and
t he i ndustrialists wor ki ng on t he end product s

si nmul t aneousl vy;

— The training schene inplenmented in the Centre will provide a
critical mass of experienced product designers to the
i ndustry; and

— Wth the initial funding from the Governnent, and support
fromthe industry, the Centre will take on the initiative to
devel op the enabling technologies. This arrangenent greatly
reduces the risk to the industrialists, allowing themto shop
before they buy, and provides a nore |evel technical playing
field for our industry” .

Audit observati ons

7.90 The Tel ecommunications Product Technology Centre started
operation and began to earn incone since 1995-96. However, shortly
after the official l|aunching of the Centre, the projected incone for
the Centre was revised downwards significantly. Based on the
revi sed budget and the actual incone earned so far, Audit considers
that there is insufficient evidence to show that the Centre wl

achieve the target of becoming self-financing in the sixth year of

operation, i.e. 1999-2000. In Decenber 1996, the |ID extended the
project by two years w thout providing any additional financing (see
paragraph 7.87 above). Because of the extension, the Centre ained

to be self-financing in the eighth year of operation, i.e. 2001-02.
The failure of the Centre to achieve self-financing on target could
give rise to further demands for funding and this could result in
addi tional funds being injected into the Centre in order to naintain
its operation. According to the FC paper, the responsible
organi sation planned to conduct a managenent review of the Centre
after the first three years of operation, on the basis of which the
ID would decide on the need to provide further |SF grants. In
approving the setting up of the Centre in June 1994, the FC was al so
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informed that the ID mght approach the Conmittee again for another
grant or loan for the fourth to sixth years. As the actual incone
turned out to be considerably |Iower than the projected inconme (see
paragraph 7.86 above), it is likely that further capital injection

of substantial armounts wll be required. Because of the Centre’'s
unfavourabl e financial prospects, Audit considers that there is a
need for close nonitoring of the performance of the project. For

future projects involving |ISF grants of substantial anounts,
especially for the setting up of technol ogy centres, there is a need
to critically assess the financial viability of the projects.

7.91 Furthernore, as quantifiable benefits for nonitoring the
Centre have not been specified (see paragraph 7.89 above), it is not
entirely clear as to what contribution the Teleconmunications
Product Technology Centre wll nake to industrial devel opnent.
Audit considers that quantitative benefits can be used as benchmarks
for nmonitoring the performance of the Centre. Such benchmar ks may
i nclude: nunber of consultancy assignnents to be conpleted each
year; nunber of enabling technologies that could be applied to the
end products to be produced; and anticipated nunber of industrial
establi shments which are expected to use the services of the Centre
in order to increase their efficiency in production.

Audit recommendati ons

7.92 Audit has recomended to the Director-General of Industry
t hat he shoul d:

— closely nonitor the operation of the Telecomunications
Product Technol ogy Centre by carrying out periodic reviews of
its business viability and agreeing performance targets with
the responsible organisation in order to nmeasure the
ef fecti veness of the operation of the Centre; and

— critically assess the financial viability of future projects
i nvol ving substantial |SF grants.

Response fromthe Adm nistration
7.93 The Director-Ceneral of Industry has said that he agrees with

Audit’s concerns. He has also said that:

Moni tori ng of the Tel ecommuni cations Product Technol ogy Centre
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— the Centre only began full operation in 1996 wth the
recruitment of the General Manager and other engineering
staff. The lower incone level at the initial stage of the
Centre’s operation is expected by the Board of Directors of
the Centre as it takes tine for the Centre to pronote its
services and to conplete sone of its research and devel opnent
wor k;

— both the ID and the Board of Directors of the Centre are
fully aware of the need to inprove the incone position of the
Centre and are working closely with the General Manager to
i nprove the Centre’s business. The benchmarks suggested by
Audit will be conveyed to the Board of Directors of the
Centre for its consideration; and

Assessnment of financial wviability of |ISF projects involving
substantial grants

— he agrees that |ISF projects of infrastructural type need to
be considered with great care, especially those which have
substantial recurrent inplications. In the recent vetting
exercise, the ID has attenpted to use an increnental approach
in handling sonme applications of this nature by asking the
applicant organisations to start with a one-off programe
first. Further funding for the setting up of a permanent
facility would only be considered if the original programrme
proves to be successful.

Lack of adequate action to follow up project benefits

7.94 Audit examined the 14 conpleted major projects (see paragraph
7.70 above) to ascertain the adequacy of followup actions taken by
the ID in ensuring that the project results had been effectively
applied to industry. The exanination showed that followup actions
were not entirely adequate. This is due mainly to the lack of
clearly stated benefits in the project proposals. A few exanples of
the project benefits quoted are shown bel ow

(a) broadening the nanufacturing capability of the Hong Kong
met al industry;
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(b) pronoting the imge of Hong Kong exports as environnentally
consci ous products;

(c) strengthening the |local manufacturers’ conpetitiveness in the
world market in terns of better quality;

(d) helping the industry nove up-market;

(e) enabling Hong Kong industries to remain conpetitive in
mar kets; and

(f) inproving our environnment by mnmnimsing the generation of
toxi c chem cal wastes.

7.95 As the objective of the ISF is to strengthen Hong Kong's
i ndustrial competitiveness and devel opnent, it is therefore of vita

i mportance for the ID to ensure that the know edge and skills
acquired under the |ISF projects have been applied to industry. As
all |1SF projects were handled by industry-support organisations,
trade and industrial associations, or tertiary institutions, it was
very inportant to ensure that the project results had Dbeen
adequately disseninated to the relevant parties and that the new
t echnol ogi es had been effectively applied to industry. An audit of
maj or conpleted |ISF projects reveal ed that although the responsible
organi sations always considered in their final reports submtted to
the ID that the project objectives had been net, Audit could not
ascertain fromthe ID s records that the new technol ogi es devel oped
had been effectively applied to industry. Two exanples are given
bel ow:

—  Devel opnent of active environnental noise control technol ogy.
The project involved |ISF funds of $2.4 million to enable a
| ocal university to develop an active noise control technique
to suppress noise below a certain |evel. It was clained
that, based on the core technol ogy devel oped, manufacturers
could further develop active noise control products for sale

in the market. In addition, a nunber of generic systens
could be devel oped to solve noise pollution problenms in Hong
Kong industrial areas. The project took tw years to

conpl ete and was conpleted in March 1997. The project result
was pronmpoted to the public in open-days, through exhibitions
and visits of official examiners to the university. However,
because the technology was not a consuner product, it was
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difficult to identify potential users. Even before the
project was approved, the ID had considered that the project
benefit to the manufacturing industry was limted as Hong

Kong did not have a strong nmanufacturing base for noise
control products; and

—  Devel opnent of conputer-aided engineering (CAE) services for
die design and performance inprovenent of advanced plastics

ext rusi on. The project received $2.6 million financial
support from the |SF. It involved the devel opnent of
advanced extrusion technology through the application of CAE
technol ogy for die design and sinulation. It was expected

that the local plastics manufacturers would be able to
upgrade their technology |evel and expand their product base
into high val ue-added areas. The project was conpleted in
Sept ember 1996. It was stated in the project’s final report
that, while the recipient organisation had pronoted the
technology to the plastics industry through awareness
sem nars, training programmes, publication, etc., and that
the local plastic extrusion manufacturers were interested in
applying CAE technology to plastic extrusion, the high
i nvestnent on the installation of CAE system and the |ack of
experienced plastic extrusion engineers discouraged them from
using the CAE technol ogy. The recipient organisation also
considered that as the local plastic manufacturers m ght
require some tine to adopt the new technology, further
pronotion of the CAE technology was inportant. According to
the project proposal, it was expected that the project could
generate income of $0.25 million from conducting training and
consul tancy. However, up to March 1996, it could only earn a
m ni nal income (some $0.05 mllion) from consultancy,
training and sem nar fees.

In response to Audit’s enquiry, the ID advised that the results of
sone projects had been effectively applied to industry. For
exanple, the Rapid Prototyping Technology Centre, which was
established in June 1995 and involved ISF grants of $30 mllion
(Note 21), was offering a variety of prototyping services to various
manuf acturing industries. Simlarly, a project for the devel opnent
of a flavour reference library at another |ocal wuniversity, which
was undertaken jointly by that university and a local soy sauce

Note 21: Audit noted that, in March 1997, the Centre had applied to the
ID for extending the conpletion date of the project by one year
wi thout additional financing from the |SF. The extension was
appr oved.
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manuf acturer and involved an ISF grant of $3.6 mllion (Note 22),
had also obtained good response from Hong Kong's soy sauce
manuf acturers and industrial associ ati ons. The soy sauce
manuf act urer concerned al so reported that the project had enabled it
to inprove its sales.

Audit observati ons

7.96 The objective of the ISF is to support |ocal manufacturers to

nove up- mar ket and to strengthen Hong Kong’' s i ndustri al
conpetitiveness and devel opnent. As such, it is inportant that the
know edge and skills acquired from|SF projects should be adequately
di ssemnated and effectively applied to industry. Based on an

exam nation of conpleted major |ISF projects, Audit could not obtain
evi dence that the new technol ogi es devel oped from the projects had
been so applied. Audit also noted that in both the proposals and
the final reports submtted by responsible organisations for |SF
projects, project benefits were very often only broadly defined.
Benefits in quantifiable terms were not defined. This has made it
difficult for the ID to nmonitor and evaluate the effectiveness of
the I SF projects in pronoting industrial technol ogy devel opnent.

7.97 Audit noted that the ID was currently conducting a review of
the ISF and a post-project review of those conpleted |ISF projects.
Questionnaires were sent out to the project coordinators (Note 23),
menbers of specific conmttees under the ITDC and to nmajor |ocal
trade and industrial associ ati ons. Al though the project
coordinators generally considered in their returns to the survey
that the projects had net their objectives, they did not state how
the projects had contributed to industry. The mpjority of the
menbers of specific commttees under the |ITDC stated in their
returns that the projects had partly inmproved or had very little
i mpact on i mprovi ng t he i ndustry’s conpetitiveness or
t echnol ogi cal / manuf acturing capability.

7.98 As the objective of the ISF is to finance projects which wll
be beneficial to the local industry, Audit considers that there is a

Not e 22: As the project was conpleted in 1997-98, it was not anobng the
14 projects exam ned by Audit as mentioned in paragraph 7.70 above.

Not e 23: A project coordinator is appointed for each ISF project. He is
responsible for overseeing the inplenentation of the project,
nmonitoring its expenditure and ensuring the proper usage of the |ISF
funds. He is the principal contact person acting on behalf of the
reci pient organisation to liaise with the ID and the | TDC
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need to follow up the projects with nanufacturers and industrialists
who are the target users of the results. This will provide the ID
with an assurance that industry has really been benefited fromthose
projects financed under the | SF.

Audi t reconmmendati ons

7.99 Audit has recomended to the Director-General of Industry
that he should assess the effectiveness of the ISF in achieving its

obj ecti ve. In assessing the effectiveness of the Fund, neasures
should be instituted to address the various inadequacies in the
operation of the Fund identified in this audit. Audit has also

recommended that he shoul d:

— introduce neasures to ensure that project benefits are:

(i) clearly defined and are supported by valid assunptions
and realistic projections in the project proposals; and

(ii) properly nonitored and evaluated to ensure that the
project results are effectively applied to industry; and

— conduct fol | ow up revi ews W th manuf acturers and
i ndustrialists to assess the usefulness of project results to
i ndustry.

Response fromthe Adm nistration

7.100 The Director-General of Industry has said that:

Measures to define, nmonitor and eval uate project benefits

— he agrees with Audit’s recomendations and that the ID wll,
as far as possible, consider requiring applicants to state
the likely project benefits in nmore clearly defined and
guantifiable terns before a project commences;

Adequacy of followup actions on the effective application of
project results to industry

— whether or not the results of an |ISF project can be
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effectively applied to industry depends on a nunber of
factors other than their technol ogical merits. The
experience of Hong Kong and other economies is that it is
unrealistic to expect all results of industrial research and
devel opnment to be taken up by industry. This is the case
even in highly developed industrial economes where nmajor
corporations exist and operate with their own in-house or
contracted research and devel opnment work to neet their very
specific and targeted needs. In any case, ultimately this is
a business decision for |ocal manufacturers, having regard to
their own circunmstances or requirenments;

— in sone cases, the new technologies are not applied
i medi ately because of the high capital investnent and the
need for the manufacturers to becone famliar wth the
operation details. The case cited in the second inset of
paragraph 7.95 is a good illustration. Audit’'s review, which
was conducted only six nonths after the conpletion of the
proj ect, suggests that the technol ogy has not been applied to
the concerned industries. However , the 1Ds |atest
i nformati on shows that by Septenber 1997, four manufacturers
have already adopted the technology to replace or inprove
their producti on processes, and several ot hers are
consi dering the sane. It is therefore premature and unfair
to conclude that the project has failed to achieve its
obj ecti ve;

— in addition, it nust also be pointed out that there are
successful cases and the project results have been adopted or
used by the relevant industrial sectors. The cases briefly
mentioned in the last part of paragraph 7.95 i.e. the
devel opnent and i ntroduction of rapid pr ot ot ypi ng
technol ogies and the control of the fernmentation process for
soy sauce production, are two exanpl es; and

— the ID is wirking hard to inprove the dissem nation of
information on the deliverables of the |SF projects. Mor e
inportantly, the Departnent is introducing further neasures
to ensure a closer link between industry on the one hand and
i ndustry-support organisations and universities on the other.
This wll enhance the relevance of applied research and
devel opnment work conducted under the |ISF schene to the needs
of the industry.

Questionabl e actions taken to deal with surplus funds
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7.101 To support the ISF, a Capital Account block vote was created
in April 1994 under the GRA Each financial year, funds would be
al l ocated by the annual estimate exercise to this block vote to neet
the expenditure required for the year for projects previously
approved but not yet conpleted and for projects newy approved. As
the expenditure for many industrial support projects would be
i ncurred over a nunber of years, the block vote account was allowed
to be over-conmitted by 200% to facilitate forward planning and to
permit the full use of funds allocated in any one financial year.
According to past records, in each financial year, after the project
vetting and approval exercise was conpleted (which would normally be
at the beginning of the financial year), funds surplus to neet the
approved project requirements were usually identified. A summary of
the surplus funds for 1994-95 to 1997-98 is as foll ows:

Sur pl us funds

identified
Year after the project Bl ock vote % of bl ock
vetting vot e
and approval ($ mllion)
exerci se
. (b)
($ mllion) %g% « 100
(a)
1994- 95 40 180 22%
1995- 96 37 210 18%
1996- 97 6 250 2%
1997-98 92 260 35%
Sour ce: ID s records

For exanple, in 1997-98, $92 nmillion was identified as surplus funds

avail able after the project vetting and approval exercise. As
advised by the ID the surplus funds would be used to finance
further applications received after Decenber 1996. As at b5

Sept enber 1997, 53 applications were being considered by the ID.

7.102 Wth the substantial anmobunt of surplus funds available, the
I D would take the follow ng actions in order to make full use of the
annual provisions:

— invite the industry-support organisations and tertiary
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institutions to submt new project proposals for funding
support; and

— request the PVC under the ITDC to reconsider those project
proposals not recommended for funding in the first-tier
vetting exercise but which have been substantially revised or
wi th new evidence or argunments supporting the applications.

7.103 In addition to the above, ID had also taken a very |enient
attitude in releasing project funds to the recipient organisations,
particularly near the end of a financial year, as shown in the
followi ng three cases:

— in February 1995, the Director-Ceneral of Industry was aware
that there was still an unspent bal ance of about $37 mllion
under the |SF block vote for 1994-095. In order to fully
utilise the unspent funds which would otherw se |apse by the
end of the financial year, advance instalnment paynents of
some $34 nillion were nmade to six projects, including
paynents of $17.2 mllion to the Tel econmuni cations Product
Technol ogy Centre;

— in March 1997, advance paynents anmounting to $9.1 mllion
were nade to six projects which were undertaken by an
i ndustry-support organi sati on; and

— in July 1996, although the Director-General of Industry was
aware that the Tel ecomrunications Product Technology Centre
still had an unspent cash balance of $44.7 mllion, the ID
continued to advance another instalnment of $13.5 mllion to
the Centre and further paid the last instalnment of $14.3
mllion to the Centre in February 1997. As a result, the
Centre was holding a substantial sum of surplus cash
amounting to $50 million which was sufficient to support its
operation for two years.

In the cases nentioned in the first and second insets above, the
i nstal nent paynents would have only been due in the follow ng
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financial years (Note 24).

Audit observati ons

7.104 As a result of adopting the various arrangenents nentioned in
par agraphs 7.102 and 7.103 above, funds in the |ISF bl ock vote
each year were always fully utilised (see paragraph 7.69 above).
Audit considers that the early release of funds without taking into
account the actual requirements of the recipient organisations is
not a good financial managenent practice. The cases nentioned in
the first and second insets of paragraph 7.103 above are exanpl es of
this. By making instal ment paynents to the recipient organisations
wi t hout perform ng thorough cash-flow projections, excessive idle
cash which is surplus to operational needs, will also be held by the
reci pient organisations. For exanmple, the Tel ecommunications
Product Technology Centre had earned a total of $4.1 mllion
interest from placing the various instalnent paynents nmade by the
Government for the Centre on bank deposits for the period from
January 1995 to January 1997.

Audit recommendati on
7.105 Audit has recomended to the Director-General of Industry
that he should review the current procedures for the managenment of

the funds in the ISF and strengthen the procedures for releasing
i nstal nent paynments to projects.

Response fromthe Adm nistration
7.106 The Director-General of Industry has said that:
— he agrees that early release of project funds m ght not be a

good managenent practice and that the procedures for
rel easi ng project funds should be revi ewed; and

Not e 24: The instal ment paynents for the various projects should have
been due in the succeeding years according to the cash-flow
projections shown in the FC submissions but had been released
before the recipient organisations submitted their half-yearly
progress reports.
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— the advance paynent arrangenent was originally intended to
ensure optiml use of the |ISF funds. In view of Audit’s
concerns on excessive idle cash held by the recipient
organi sations, the ID would reconsider if this arrangement
shoul d continue in future.

COOPERATI VE APPLI ED RESEARCH AND DEVELOPMENT SCHEME
Est abl i shnent of the CARDS

7.107 The then Governor proposed in his 1993 Policy Address the
creation of an applied research centre in order to take the full est
advant age of the opportunities which mainland China’ s nodernisation

could offer Hong Kong. The applied research centre would draw
together the expertise of tertiary institutions in Hong Kong and
t hat of the Chinese Acadeny of Sciences. |In August 1994, an ad hoc

steering group was forned under the ITDC to study how to establish
the applied research centre.

7.108 Based on the recomendations of the steering group, the
Governnment nmade a subnission in June 1995 to the FC for setting up
the CARDS. According to the FC paper:

— the objective of the CARDS was to bring together expertise in
Hong Kong and in minland China to undertake research
projects for Jlocally registered conpanies and to expand
t echnol ogi cal coll aborati on between Hong Kong and nainland
Chi na;

— the ARC woul d operate the CARDS; and

— apart from the unique requirenment that applicants for the
CARDS would need to set up a research team with researchers
from both Hong Kong and mainland China, the funding criteria
of the CARDS woul d be simlar to those of the ARDS.

The FC approved a sumof $50 million fromthe ISF for the setting up
of the CARDS.

7.109 The objective of the CARDS was sinmilar to that of the ARDS.
It varied from the ARDS in that it ainmed at encouraging |ocal
compani es to undertake joint technology ventures with experts from

_ 60 —
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mai nl and Chi na. Ther ef or e, CARDS has an additional f undi ng
criterion in that applicants nust assenble a research team with
researchers from both Hong Kong and mai nl and Chi na.

Audit observati ons

7.110 The Schene has been in operation since June 1995. According
to the performance targets, the CARDS was estimated to fund seven
projects in the same year. As it turned out, up to March 1997, the
Scheme was financing a total of six projects involving a total
conmmitment of $32 million which was only 64% of the total funds of
$50 mllion allocated to the Schene. As advised by the ID, two nore
projects requesting sonme $16 mllion were being assessed and several
ot her applications would be forthcom ng.

7.111 As the Schene has only been operational for two years and
none of the projects has been conpleted, it is too early to assess
the effectiveness of the Schene. However, Audit noted that sone
i nadequaci es found in the ARDS (see paragraph 7.48 above) also apply
to the CARDS. For exanple, there was inadequate assurance that the
required share of fundable costs had been contributed from non-
governnent sources to the projects assisted under the Schenme (see
par agraphs 7.54 to 7.56 above). Audit observed that in a project
for developing transgenic virus-resistant and insect-resistant
plants and producing human albumin in pig blood, the recipient
conpany submtted docunentary evidence to support a loan * draw
down” of $0.9 million. The requested anbunt was the ARC s share of
fundabl e costs. However, docunentary proof to support the recipient
conmpany’s share of fundable costs was not avail able. The ARC
rel eased the requested sumin Novenber 1996.

Audit reconmmendati ons

7.112 Audit has recomrended to the Director-CGeneral of Industry
t hat he shoul d:

— taking into consideration the results of the effectiveness
review of the ARDS (see the first inset of paragraph 7.61
above), examine in due course the effectiveness of the CARDS
in nmeeting the objective of the Schene; and

— taking into consideration the audit recomendation for the
ARDS (see the last inset of paragraph 7.61 above), revise the
procedures for releasing funds to private conpanies in order
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to ensure that the required share of fundable costs is
contri buted from non-governnent sources.

Response fromthe Adm nistration

7.113 The Director-General of Industry has said that he agrees that
the CARDS can be inproved along the lines as the ARDS. However, he
has pointed out that Audit’s coments on the ARDS relating to the
| ow nunber of approved projects should not apply to the CARDS

OVERALL REVI EW OF THE FUNDI NG SCHEMES
Audit observati ons

7.114 The Governnent had |aunched the four schenes to assist
i ndustry, nanely the NITS, the ARDS, the |ISF and the CARDS during
the period from 1992 to 1995. They were established essentially to
cope with the restructuring of the nmanufacturing industries as the
i ndustries had noved fromthe | ow val ue-added work to concentrate on
hi gh-val ue, technol ogy-based products. As nentioned at the
begi nning of this report (see paragraph 7.1 above), the econony of
Hong Kong has undergone a structural transformation in the past two
decades. Services have gradually replaced manufacturing as the
dom nant sector of the econony. Wth the rapid expansion of the
service industries in recent years, the CGovernnment |aunched the SSF
in July 1996 (see paragraph 7.5 above) to provide support for
projects which would benefit the further devel opnent, and increase
the conpetitiveness, of Hong Kong' s service industries. In Decenber
1996, ExCo al so endorsed that, in order to pronote the NITS, nore
efforts should be nade to pronpote the Scheme and to nmeke it clear
that the Scheme covered not only manufacturing industries but also
the service sector (see the first inset of paragraph 7.22 above).

7.115 Although the operations of the four funding schenes are
different, their objectives are basically the same in that they are
established to pronmpte industrial devel opnent. Based upon the
findings of this audit, Audit considers that there is a need to
conduct an overall strategic review of these schenes to see if they
neet the present-day needs of Hong Kong. The extent of support as
wel |l as the node of support to the manufacturing industries should
be reconsidered in order to assess whether the strategy for
operating these funding schenes needs to be redesigned and in doing
so the Government should include appropriate goals and performance
targets such as:
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— the number of intellectual property rights ained to be
produced a year;

— sales revenue attributable to new processes/products
devel oped;

— the nunber of industrial establishnents ained to be benefited
fromthe Schenes; and

— the contribution the Schenmes would make to Hong Kong’s GDP or
enpl oynent figures.

Audit reconmmendati ons

7.116 Audit has recommended that the Adm nistration shoul d:

— taking into account the Governnment’'s industrial support
policy, conduct an overall strategic review of the four
i ndustrial support funding schenes to see if they neet the
| ong-term needs of Hong Kong; and

— taking into account Audit’'s recommendations in this review
report and the results of the IDs review which is in
progress, consider the need for redesigning the node of
operating the various industrial support funding schenes.

Response fromthe Adm nistration

7.117 The Secretary for Trade and Industry has said that she agrees
with the response of the Director-General of Industry to the various

audit observations and recommendati ons. She also agrees with the
audit recommendation that an overall strategic review of the four
i ndustrial support funding schemes should be conducted. The TIB
will liaise with the relevant bureaux and departnents to follow up

this matter.

7.118 The Director-Ceneral of Industry has said that he agrees with
Audit’s recommendations that the Admi nistration should conduct an

overall strategic review of the four industrial support funding
schenes and consider the need for redesigning the node of operating
t hese funding schenes. He will discuss with the relevant bureaux

and departnments on the longer-term arrangenents for the various
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fundi ng schenes.

7.119 The Secretary for the Treasury has said that he generally
supports Audit’s recommendation that a strategic review of the
funding schemes in support of industrial and technol ogy devel opment
in Hong Kong should be conducted. The Finance Bureau will offer
assi stance to bureaux and departments concerned as required in the
exerci se.
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Chronol ogy of key events relating to the
maki ng of | SF grants to the industrial design conpany

April 1985 The FC approved a subvention of $8 mllion to
establish a linmted conmpany to provide Hong Kong
i ndustry wth pr oduct i nnovati on and desi gn
servi ces.

Oct ober 1985 The design innovati on conpany was i ncor por at ed.

March 1986 The conpany comrenced operation. It ainmed to
achi eve financial self-sufficiency in 1990-91

1988 The I D conducted a review on the performance of the
conpany.

June 1990 The FC approved a one-off grant of $11.4 nmillion to

an industry-support organisation for it to take over
t he conpany. Both the organisation and the conpany
accepted that no nore funds other than the $11.4

mllion would be provided fromthe Governnent in the
future. The conpany ainmed to achieve financial
sel f-sufficiency in 1994-95.
Sept enber The Governnent, the industry-support organisation
1990 and the industrial design conpany signed the
Menmor andum of Agreenment on the take-over of the
conpany.

Cct ober 1993 The |ID sought advice from the Finance Bureau
concerning the financial difficulties faced by the

conmpany.

Novenmber 1993 The Finance Bureau advised the |ID to consider
financial support fromthe ISF in order to solve the
financial difficulties of the conpany.

March 1994 The conpany subnitted an application to the |SF.
The conpany ainmed to achieve financial sel f -
sufficiency in 1996-97.

May 1994 The |ID approved a grant of $4.2 nmillion to the
conpany to cover its operational deficit for 1994-95
to 1996-97 and $5 mllion interest-free loan for
runni ng training progranmes.

March 1996 The conpany subnmitted another application to the
| SF. It ained to achieve financial self-sufficiency

by the Year 2000.

July 1996 The |ID approved a grant of $7.5 nmillion to the
conmpany covering its operational deficit for 1996-97
to 1998-99 and a grant of $5.3 mllion to run



training programmes (of which $1.6 mllion is to
cover the interest-free |oan previously drawn under
the application in 1994).
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ExCo
FC
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Acronynms and abbrevi ati ons

Appl i ed Research Counci l

Appl i ed Research and Devel opnent Schene
Application-Specific Integrated Grcuit
Conmput er - ai ded engi neeri ng

Cooperative Applied Research and Devel opnent
Schene

Educati on and Manpower Bureau
Executive Counci l

Fi nance Conmmittee

G oss Donestic Product

General Revenue Account

Hong Kong Productivity Council
| ndustry Depart nent

I ndustrial Support Fund

I ndustry and Technol ogy Devel oprment Counci |
New Technol ogy Trai ni ng Schene
Projects Vetting Comrittee
Servi ces Support Fund

Trade and | ndustry Bureau

Vocat i onal Training Counci l
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